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THE  ECONOMIC  AND  BUDGETARY  OUTLOOK: 
FISCAL  YEARS  1995-1999 


THURSDAY,  JANUARY  27,  1994 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  2:10  p.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Jim  Sasser  (chair- 
man of  the  committee)  presiding. 

Present:  Senators  Sasser,  HoUings,  Exon,  Simon,  Conrad,  Dodd, 
Sarbanes  Domenici,  Grassley,  Nickles,  Bond,  Lott,  Gorton  and 
Gregg. 

Staif  present:  Larry  Stein,  staff  director;  and  Jim  Klumpner, 
chief  economist. 

For  the  minority:  G.  WiUiam  Hoagland,  staff  director;  and  Ann 
Miller,  senior  analyst  for  budget  review. 

OPENING  STATEMENT  OF  CHAIRMAN  SASSER 

Chairman  SASSER.  The  committee  will  come  to  order. 

I  want  to  welcome  my  colleagues  back  for  the  new  year.  The  dis- 
tinguished ranking  member  Senator  Domenici  and  Senator  Simon, 
it  is  a  pleasure  to  see  both  of  you. 

I  want  especially  to  welcome  Dr.  Robert  Reischauer.  In  fact,  Dr. 
Reischauer,  you  are  especially  welcome  today,  I  want  to  tell  you, 
because  in  the  past.  Dr.  Reischauer  has  been  somewhat  of  a  dark 
messenger  and  he  has  come  in  with  the  news  of  our  deficit  di- 
lemma. But  I  think  we  are  all  to  be  commended  tiliat,  even  though 
we  did  not  like  the  message,  no  one  took  any  corporal  punishment 
in  the  direction  of  the  messenger.  But  today,  Dr.  Reischauer  brings 
us  much  gladder  tidings,  and  I  am  deUghted  to  hear  that. 

It  was  exactly  a  year  ago,  on  January  16,  1993,  when  Dr. 
Reischauer  last  appeared  before  this  committee.  At  that  time.  Dr. 
Reischauer  testified  that,  without  policy  correctives,  if  we  did  not 
change  the  direction  we  were  going  with  regard  to  our  budgetary 
policy,  the  1994  deficit  would  be  $300  bilUon. 

Well,  today  we  will  learn  that,  after  the  passage  of  the  largest 
deficit  reduction  package  in  our  history,  the  1994  deficit  will  not  be 
$300  billion,  as  was  projected  last  year,  but,  instead,  will  come  in 
at  $223  bilUon,  a  significant  reduction,  and  1995  and  1996  will  be 
even  better. 

A  year  ago,  we  were  projecting  deficits  of  $284  biUion  for  1995, 
and  $287  biUion  for  fiscal  year  1997.  Today  we  will  hear  that,  for 
fiscal  year  1995,  instead  of  $184  biUion,  the  deficit  will  be  down  to 
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$171  billion.  And  instead  of  a  $287  billion  deficit  for  fiscal  year 
1996,  the  deficit  will  be  $166  billion. 

So  what  we  are  seeing  here  is  a  cumulative  reduction  in  the  defi- 
cit of  about  40  percent  in  the  space  of  2  years.  Now,  that  is  very 
significant  progress. 

Last  year  at  this  time,  the  economy  of  this  country  was  not  firing 
on  all  cylinders,  and  there  was  some  fear  and  trepidation  that  we 
were  slipping  back  into  vet  another  recession.  But  on  that  score 
today.  Dr.  Reischauer  will  report  that  the  package  of  spending  cuts 
and  tax  increases  and  tax  fairness  that  we  implemented  last  sum- 
mer is  working  well. 

Long-term  interest  rates  are  the  lowest  that  they  have  been  in 
over  20  years;  some  people  say  long-term  rates  are  at  a  low  for  this 
century.  Investment  is  up.  Unemployment  is  down.  Inflation  is  dor- 
mant, and  consumer  confidence  is  surging  once  again. 

Now,  I  am  not  trying  to  say  here  this  afternoon  that  all  of  the 
recent  good  news  is  a  result  of  last  year's  budget  package.  But  I 
think  there  is  a  very  strong  connection  between  the  fiscal  medicine 
that  we  administered  last  year  and  the  current  state  of  the  Na- 
tion's economic  heedth. 

Just  reflect  back:  If  we  had  done  nothing  last  year,  if  we  had 
passed  no  deficit  reduction  package,  does  anyone  believe  that  inter- 
est rates  would  be  at  the  level  that  they  are  now?  Does  anyone  be- 
lieve that  the  deficit  would  be  coming  down  in  the  outyears  to  the 
extent  that  it  is?  I  do  not  think  anyone  does  believe  that. 

Now,  the  latest  projections  coming  from  the  Congressional  Budg- 
et Office  demonstrate  that  we  have  turned  a  very  significant  comer 
in  bringing  down  the  Federal  deficit.  Current  estimates  show  that 
deficits  once  projected  to  reach  as  high  as  $360  billion  by  fisc£j 
year  1998  are  now  expected  to  be  $180  billion  or  a  50  percent  re- 
duction. 

I  might  say,  Senator  HolUngs,  that  for  the  first  time  in  my  chair- 
manship, the  deficit  reduction  that  we  have  achieved  has  not  been 
eroded  by  economic  and  technical  changes.  In  fact,  we  are  seeing 
just  the  reverse.  The  cumulative  improvements  since  last  January 
in  the  deficit  outlook  up  to  1998  is  a  whopping  $670  billion.  Now, 
let  me  repeat  that:  The  cumulative  improvement  since  last  January 
in  the  deficit  outlook  up  to  1998  is  a  whopping  $670  billion.  That 
means  that  that  $670  billion  that  will  not  be  added  to  the  National 
debt,  that  our  government  will  not  be  borrowing. 

Now,  I  think  that  is  good  news  for  all  Americans.  I  think  that 
is  good  news  for  all  Senators  on  this  committee.  Lower  deficits 
mean  lower  long-term  interest  rates.  The  cost  of  investment  is, 
therefore,  lower,  as  interest  rates  are  lower.  Mortgage  interest  pay- 
ments are,  therefore,  lower.  The  cost  of  durable  goods  is,  therefore, 
lower.  As  an  overall  result,  we  have  got  more  spending  in  the 
consumer  sector,  more  thriving  businesses,  more  employment,  more 
disposable  income. 

Now,  I  want  to  consider  just  for  a  moment  some  of  these  random 
phrases  that  were  contained  in  the  report  issued  by  the  Congres- 
sional Budget  Office,  and  I  quote: 

A  generally  good  environment  for  financing  and  carrying  out  investment. 
Many  firms  now  find  themselves  with  substantial  profits  and  retained  earnings. 
Renewed  strength  in  houping  has  led  to  increased  sales  in  building  materials,  fiir- 
niture  and  home  appliances. 
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Consumption  will  be  buoyed  by  continuous  growth  in  real  disposable  income  and 
low  interest  rates. 

The  economy  created  about  2  million  jobs  on  net  during  the  past  12  months.  The 
Congressional  Budget  Office  expects  that  slightly  more  wm  be  created  during  1994. 

And  let  me  quote  just  one  more  phrase  from  the  CBO  outlook, 
which  I  think  is  especially  significant: 

Inflation  is  unlikely  to  be  a  problem  during  1994  and  1995. 

And  I  certainly  hope  Dr.  Greenspan  and  his  colleagues  at  the 
Fed  are  listening  to  that  quote. 

In  short,  this  report  indicates  that  we  are  on  the  cusp  of  a  condi- 
tion sought  by  everyone  in  this  room:  durable,  substantial  growth, 
without  inflation. 

Now,  I  am  not  trying  to  be  a  PoUyanna.  There  are  certainly 
shosJs  out  there  upon  which  this  economy  can  founder.  There  can 
be  outyear  deficits  going  up  due  to  uncontrolled  health  spending  or 
corporate  layoffs  of  a  worldwide  recession  that  weakens  our  exports 
and  over  which  we  have  no  control.  No  question  about  it,  much  re- 
mains to  be  done  with  the  deficit  and  with  this  economy  of  ours  as 
a  whole. 

But  it  is  equally  critical,  I  think,  that  we  recognize  the  effective- 
ness of  what  we  have  done  and  the  effectiveness  of  what  we  have 
put  in  place.  The  deficits  are  down  significantly,  first  because  we 
implemented  a  massive  package  of  fiscal  restraint;  and,  second,  be- 
cause we  are  getting  a  tail  wind,  a  lift  under  the  wings  of  this  econ- 
omy and  economic  conditions  that  are  overcoming  fiscal  drag. 

In  short,  I  say  to  my  colleagues,  we  did  the  right  thing  at  the 
right  time,  and  the  proof  is  in  this  report  that  the  distinguished  Di- 
rector of  CBO  will  dehver  today.  Deficits  are  down,  measures  of 
prosperity  are  up,  and  we  need  to  keep  that  trend  going. 

I  will  turn  now  to  the  distinguished  ranking  member,  Senator 
Domenici. 

OPENING  STATEMENT  OF  SENATOR  DOMENICI 

Senator  Domenici.  Thank  you  very  much,  Mr.  Chairman. 

I  am  just  wondering,  I  understand  acoustics  and  lighting  remod- 
eling has  occurred.  I  would  suggest  that  it  seems  to  be  very  hot  and 
very  light  in  the  room.  I  mean  we  want  light  on  everjrthing,  but 
I  do  not  know  if  we  want  to  get  sunburned.  [Laughter.] 

So  you  are  looking  into  that,  Mr.  Chairman? 

Chairman  Sasser.  Yes,  we  called  the  Architect  to  see  if  we  can 
get  the  lights  turned  down  a  little  bit.  We  want  to  let  the  sunshine 
in,  but  we  do  not  want  to  get  sun  stroke  while  doing  it. 

Senator  Domenici.  I  tlunk  that  is  very  good.  We  agree  on  one 
thing  very,  very  much. 

First,  let  me  thank  you.  I  know  that  this  is  going  to  be  a  very 
tough  budget  year.  We  on  this  side  of  the  isle  look  forward  to  the 
discussions  and  the  debate.  We  are  going  to  agree  on  some  things 
and  we  are  surely  going  to  disagree  on  more.  And  you  have  the 
tough  job,  as  usuad,  of  being  chairman  of  this  committee. 

But  at  the  outset  of  this  budget  cycle,  I  wanted  to  publicly  ac- 
knowledge that  I  am  fiilly  aware  of  the  pressure  that  you  are  going 
to  face,  and  we  in  the  minority  will  surely  not  want  to  lessen  that 
pressure. 

Chairman  Sasser.  I  anticipated  that.  [Laughter.] 


Senator  DOMENICI.  Second,  let  me  welcome  Dr.  Reischauer  back 
to  the  committee.  This  is  the  anniversary  year  of  the  Budget  Act 
and,  as  you  know,  the  Impoundment  Act  of  1974  is  now  20  years 
old.  Most  know  that  I  think  that  Act  created  this  committee  and 
created  your  office  and  your  staff  and  your  responsibility  is  a  good 
one  for  the  country.  And  I  think  everybody  understands  that  I  have 
been  around  almost  20  years  on  this  committee,  but  I  wonder  how 
many  know  that  Bob  Reischauer  was  there  at  the  beginning  of  the 
CBO,  beUeve  it  or  not,  when  we  were  housed  in  the  old  Carroll 
Arms  building,  long  since  torn  down. 

Obviously  you  were  not  in  such  a  position  of  prominence  then, 
but,  nonetheless,  you  were  with  us  from  the  beginning.  I  want  to 
say  to  you  that  you  have  a  tough  job.  There  is  a  lot  of  pressure  on 
you  this  year,  especially  with  reference  to  the  new  health  care  bill; 
pressure  to  answer  questions  about  what  belongs  on  budget  and 
what  is  a  tax  £uid  what  is  not.  Again,  depending  upon  the  answers 
you  give,  we  may  want  to  help  you.  I  think  you  know  which  way 
someone  like  myself  who  has  been  working  on  this  issue  for  so  long 
thinks  it  ought  to  come  down,  so  I  need  not  bore  you  today,  nor 
anyone  else. 

Mr.  Chairman,  last  fall  you  and  I  sent  a  letter  asking  Dr. 
Reischauer's  office  to  analyze  the  Clinton  Health  Care  Plan.  I  know 
that  it  is  not  the  purpose  of  this  hearing  today,  and  I  understand 
that  CBO  has  not  yet  completed  that  analysis.  I  assume  with  your 
nod,  you  say  that  is  correct. 

I  hope  you  will  agree  with  me  that  once  that  gmalysis  is  com- 
plete, we  can  still  have  Dr.  Reischauer  come  back  and  explain  his 
analysis  of  the  Health  Care  Program.  That  is  certainly  up  to  you. 
But  I  want  to  say  now  that  CBO's  analysis  will  probably  be  as 
thorough  an  analysis  as  any  and  we  ought  to  have  a  hearing  on 
it. 

Finally,  regarding  the  CBO  report  released  today,  I  will  have  a 
number  of  questions  following  the  testimony,  but  let  me  make  one 
important  point  to  my  friends  on  the  other  side. 

Some,  including  the  President,  are  almost  elated  by  the  current 
deficit  estimates  but  I  emphasize  they  are  estimates.  Obviously,  I 
am  glad  they  are  where  they  are.  For  the  1995  year,  the  decline 
is  very  helpful. 

But  before  we  begin  to  pop  champagne  bottles,  let  me  show  you 
this  chart,  and  I  use  numbers  on  it  directly  from  your  report.  I 
hope  everybody  knows  that,  for  all  our  chairman  suggests  we  have 
done,  all  you  have  to  do  is  look  at  the  path  of  the  deficit — it  is 
down  for  only  a  short  period  of  time  and  then  you  see  the  red  line 
going  back  up.  So  we  have  a  lot  of  work  to  do  and  a  lot  of  things 
to  be  concerned  about. 
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I  think,  according  to  CBO's  own  numbers,  the  deficit  will  exceed 
$350  biUion  in  the  10th  year,  so  I  am  very  hopeful  that  we  will  try 
to  address  that  issue.  In  fact,  unless  we  do  more,  the  1995  estimate 
is  as  good  as  it  gets.  For  you  see  after  1995,  there  is  no  further 
improvement  other  than  a  sHght  one  next  year,  and  then  we  go 
back  to  about  $350  biUion. 

I  hope  we  have  not  become  so  worn  out  by  budget  and  fiscal  pol- 
icy debates  that  the  intolerable  has  somehow  become  very  toler- 
able. I  hope  we  have  not  become  such  addicts  of  red  ink  that  the 
higher  and  higher  fixes  of  the  deficit  are  somehow  now  very  accept- 
able. 

There  is  just  one  fact,  that  I  think  deserves  to  be  mentioned,  Mr. 
Chairman,  because  you  and  I  were  part  of  the  deficit  reduction  ef- 
fort in  1990.  At  that  point,  analysts  predicted  the  deficit  for  the  up- 
coming year,  1991,  would  top  $170  biUion,  thus  calling  into  play 
the  1990  simimit  with  all  of  the  changes  that  reportedly  took  place. 
Most  of  those  changes  were  defense  cuts.  I  just  remind  everybody 
that  that  was  a  crisis  then,  and  now  we  are  at  $170  biUion  or 
thereabouts,  and  we  surely  should  not  claim  victory  over  this  defi- 
cit. We  have  a  lot  more  to  do  and  we  should  stiU  be  concerned. 

I  want  to  give  my  own  simimary  of  how  the  deficit  came  down, 
but  I  don't  want  to  deny  our  Chairman  or  the  President  the  pleas- 
ure of  talking  about  everything  that  was  done.  The  Democratic 
leadership  here  would  take  cre<£t  for  a  lot  of  things  and  so  would 
the  President,  and  I  just  want  to  give  you  a  Uttle  bit  of  reaUsm. 

As  far  as  efforts  to  cut  spending,  the  1995  deficit  reduction  is  due 
to  the  foUowing  overt  acts  of  Congress  and  the  President  to  get 
that  deficit  down:  we  legislated  taxes  and  fee  increases  of  $45  bil- 


lion  that  show  up  in  1995,  and  4  percent  of  that  deficit  reduction, 
or  $5  billion,  is  due  to  legislated  spending  cuts. 

So  some  of  us  talk  in  terms  of  ratios,  and  the  ratio  is  now  $9  in 
tfixes  for  $1  in  actual  spending  cuts,  and  I  believe  the  Director  will 
confirm  that. 

So  what  was  the  rest  of  the  deficit  reduction?  Again,  I  am  very 
pleased  that  this  has  occurred,  but  I  don't  want  to  crow  about  the 
improved  economic  situation.  Let  us  talk  about  the  $113  bilhon  in 
reestimates,  which  is  where  all  the  rest  of  the  savings  come  from. 
Much  of  the  deficit  reestimate  is  due  to  technical  changes,  where 
we  erroneously  figured  what  something  would  cost.  I  will  just  give 
you  those  numbers  quickly. 

The  largest  technical  change  came  in  the  Deposit  Insurance 
Fund  or  the  RTC  requirements.  We  were  $21  biUion  off  the  mark 
in  terms  of  how  much  that  would  cost.  I  do  not  beheve  much  of  the 
error  is  attributable  to  anything  we  did  in  terms  of  reconciliation 
or  budget  constraint.  And  the  rest  was  $14  billion  that  came  from 
medicare  and  medicaid  reestimates,  and  again  I  think  little  or  none 
of  that  came  fi*om  actual  changes  mandated  by  law.  The  rest  is  just 
estimating  too  high  a  number. 

So,  essentially,  I  guess  I  might  say  I  am  very  pleased  with  all 
the  positive  things  that  are  occurring.  It  is  very  hard  for  this  Sen- 
ator to  believe  that  all  of  them  were  made  possible  by  the  budget 
reconciliation,  a  deficit  cut  and  the  tax  activity  of  last  year,  when 
essentially  that  provided  $50  biUion  of  reduction  in  the  deficit,  $45 
biUion  of  which  is  taxes. 

Thajik  you  very  much,  Mr.  Chairman. 

Chairman  Sasser.  We  would  be  pleased  to  hear  from  you,  Dr. 
Reischauer. 

STATEMENT  OF  ROBERT  D.  REISCHAUER,  DIRECTOR, 
CONGRESSIONAL  BUDGET  OFFICE 

Dr.  Reischauer.  Mr.  Chairman  and  members  of  the  committee, 
I  thank  you  for  the  opportunity  to  appear  before  you  here  this 
afternoon  to  discuss  the  Congressional  Budget  Office's  (CBO's)  eco- 
nomic forecast  and  budget  outlook  projections. 

Chairman  Sasser.  Dr.  Reischauer,  I  am  having  difficulty  hearing 
you.  That  microphone  apparently  is  not  operative.  Can  we  suspend 
until  we  can  get  that  working  here?  We  have  got  a  brownout  in  the 
microphone. 

Dr.  Reischauer,  what  I  would  suggest,  it  may  take  a  while  to  get 
someone  up  here  to  repair  that.  Would  it  be  possible  perhaps  for 
you  to  take  one  of  the  microphones  there  on  the  other  side  on  the 
podium?  What  I  was  going  to  suggest  is  perhaps  you  sit  over  there. 
Would  that  be  possible?  Once  we  get  it  up  and  going,  if  you  want 
to,  you  can  go  back  to  your  original  location. 

Dr.  Reischauer.  Mr.  Chairman  and  members  of  the  committee, 
I  appreciate  the  opportunity  to  be  here  this  afternoon  to  discuss 
our  new  economic  forecast  and  budget  projections,  which  we  are  re- 
leasing today  in  our  January  report. 

With  your  permission,  I  am  going  to  submit  my  prepared  state- 
ment for  the  record  of  the  hearing,  and  I  will  simply  summarize 
that  statement. 

Chairman  Sasser.  That  is  fine. 


Dr.  Reischauer.  My  message,  in  a  nutshell,  is  that  the  economic 
and  budget  outlook  has  not  changed  substantially  since  our  last  re- 
port, which  was  issued  in  September  1993.  The  deficit  picture,  how- 
ever, is  significantly  brighter  than  it  appeared  1  year  ago,  largely 
because  of  the  spending  cuts  and  tax  increases  that  were  contained 
in  the  reconciliation  bill  that  was  enacted  this  past  summer. 

The  economy  has  settled  into  the  expansion  phase  of  the  busi- 
ness cycle.  Real  gross  domestic  product  (GDP)  will  grow  at  an  an- 
nual rate  of  nearly  3  percent  through  1994  and  1995.  The  unem- 
ployment rate  should  dechne  fi-om  the  6.4  percent  rate  reported  for 
December  1993  to  about  6  percent  at  the  end  of  1994.  The  drop  will 
not  be  larger  because  we  expect  improving  labor  market  conditions 
to  attract  more  people  into  the  labor  force. 

The  unemployment  numbers  that  I  have  just  given,  by  the  way, 
are  done  on  the  old  basis.  As  you  all  know,  we  will  have  a  revised 
measure  of  the  unemployment  rate  starting  next  month,  which 
could  be  as  much  as  half  a  point  higher  than  the  past  nimibers 
have  been. 

Inflationary  pressures  will  be  dampened  by  the  persistence  of  ex- 
cess capacity,  both  in  the  United  States  and  abroad,  and  by  weak 
demand  abroad.  We  expect  that  the  consumer  price  index  will  grow 
at  a  rate  of  about  3  percent  a  year  for  at  least  the  next  2  years. 

As  the  expansion  continues,  the  Federal  Reserve  is  Ukely  to  allow 
interest  rates  to  rise  a  bit  in  order  to  ensure  that  inflation  does  not 
heat  up.  CBO  forecasts  that  the  rate  on  3-month  Treasury  bills  will 
increase  from  3.1  percent,  which  is  where  it  was  at  the  end  of  last 
year,  to  about  4.5  percent  at  the  end  of  1995.  Long-term  rates 
should  also  rise  sHghtly  over  that  period.  Our  forecast  is  not  sig- 
nificantly different  fi*om  the  Blue  Chip  consensus  of  private  fore- 
casters, and  I  woxild  expect  that  when  the  Administration  releases 
its  numbers,  which  I  have  not  seen  yet,  they  will  not  be  too  far 
from  CBO's  forecast  as  well. 

With  respect  to  the  budget,  the  outlook  is  marginally  better  than 
the  one  that  we  presented  last  September.  The  deficit  will  shrink 
fi*om  $255  bilhon  in  the  past  fiscal  year  to  $223  billion  in  the  cur- 
rent fiscal  year,  and  then  down  to  around  $170  biUion  in  1995  and 
1996. 

Most  of  the  improvements  in  the  deficit  outlook  since  September, 
which  are  in  the  range  of  about  $20  billion  to  $30  billion  for  each 
of  the  next  5  years,  are  attributable  to  lower  inflation,  which  has 
moderated  the  cost-of-hving  adjustments  that  will  be  paid  in  the 
benefits  programs;  an  improved  outlook  for  deposit  insurance; 
lower  interest  costs;  and  some  reductions  in  projected  medicare  and 
medicaid  spending. 

By  1998,  the  deficit  will  have  edged  up  a  bit  to  around  $180  bil- 
lion. This  is  still  a  huge  improvement  over  the  budget  projection 
that  I  presented  last  January  to  this  committee,  which  indicated 
that  the  1998  deficit  would  be  in  the  range  of  $357  billion.  So  we 
are  talking  about  substantial  improvement. 

The  considerable  improvement  in  the  outlook  does  not  mean  that 
the  deficit  has  been  permanently  removed  fi-om  the  front  page  of 
the  newspaper.  As  Senator  Domenici  noted,  the  situation  does 
begin  to  worsen  toward  the  end  of  this  decade.  CBO's  10-year  pro- 
jections show  that  increased  spending  for  medicare  and  medicaid 
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will  push  up  deficits  from  a  low  of  about  2.2  percent  of  GDP  in 
1998  to  3.3  percent  of  GDP  by  the  year  2004.  But  I  think  it  is  im- 

f)ortant  to  remember  that,  as  a  percentage  of  GDP,  we  have  rough- 
y  halved  the  problem  since  this  time  last  year. 

Chairman  Sasser.  Halved  the  deficit  problem? 

Dr.  Reischauer.  In  the  long  run,  and  I  will  say  a  few  words 
about  that  in  terms  of  GDP. 

Chgiirman  Sasser.  Yes. 

Dr.  Reischauer.  The  persistence  of  the  deficit  problem  has  led 
some  to  call  for  a  constitutional  amendment  requiring  a  balanced 
budget.  Let  me  conclude  with  several  comments  on  that  proposal. 

First,  a  constitutional  change  represents  a  radical  response  that 
shoidd  be  considered  only  in  extreme  times,  when  all  other  rem- 
edies have  been  tried  and  have  failed.  This  is  hardly  the  current 
situation.  Any  bedanced  reading  of  recent  budgetary  history  would 
conclude  that  existing  procedures  and  political  pressures  have 
worked,  despite  the  anguished  self-flagellation  that  has  accom- 
panied this  progress. 

Two  substantial  deficit  reduction  packages  have  been  enacted  in 
the  past  4  years.  The  process  has  been  painful,  and  at  times  it  has 
been  ugly,  but  the  bottom  line  has  been  very  real.  Roughly  %  of 
the  underlying  structural  problem  that  existed  in  1990  has  been 
addressed. 

Second,  before  adopting  an  amendment,  the  Congress  should  re- 
flect on  recent  experience  with  attempts  to  legislate  the  size  of  the 
deficit,  namely  the  Gramm-Rudman-HoUings  era.  There  being  no 
consensus  about  what  measures  should  be  adopted  to  cut  spending 
or  raise  taxes,  the  Congress  and  the  President  during  that  period 
turned  to  short-term  fixes  and  outright  gimmickry  to  meet  the  tar- 
gets. The  same  sort  of  response  is  likely  under  a  constitutional  re- 
gime requiring  a  balanced  budget. 

Third,  and  finally,  if  the  Congress  does  decide  to  adopt  a  con- 
stitutional amendment,  it  should  also  be  willing  to  expeditiously 
pass  a  multiyear  deficit  reduction  package  to  provide  some  hope  of 
achieving  the  goal  in  an  orderly  way — in  a  way  that  does  not  un- 
duly endanger  the  economy  or  require  individusds  and  businesses 
or  State  and  local  governments  to  go  through  sudden  and  wrench- 
ing adjustments. 

A  5-year  deficit  reduction  package  designed  to  balance  the  budget 
in  1999,  which  is  the  first  year  that  the  requirement  could  be  in 
effect,  would  require  about  $600  billion  in  tax  increases  or  spend- 
ing cuts  over  that  5-year  period.  This  is  a  substantially  larger  pack- 
age than  the  one  that  squeaked  through  in  August,  which  was 
$443  billion  by  our  calculation.  I  do  not  have  to  tell  you  that  such 
a  package  would  not  be  easy  to  enact  from  either  a  programmatic 
or  pohtical  standpoint. 

A  constitutional  requirement  to  balance  the  budget  is  problem- 
atic. It  is  not  clear  that  achieving  balance  in  every  year  is  an  ob- 
tainable or  even  a  desirable  goal.  It  would  be  a  particular  folly  to 
pass  a  balanced  budget  eimendment  and  then  ignore  the  need  to  act 
quickly  to  pass  the  necessary  deficit  reduction  measures. 

On  that  note,  let  me  conclude,  and  I  will  be  glad  to  answer  any 
questions  that  members  of  the  committee  might  have. 

[The  prepared  statement  of  Dr.  Reischauer  follows:] 
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PREPARED  STATEMENT  OF  ROBERT  D.  REISCHAUER,  DIRECTOR, 
CONGRESSIONAL  BUDGET  OFFICE 

Chairman  Sasser,  Senator  Domenid,  and  members  of  the  committee,  I  am  pleased 
to  be  with  you  this  afternoon  to  review  the  state  of  the  economy  and  the  budget. 
The  Congressional  Budget  Office  (CBO)  today  released  a  report,  Ttie  Economic  and 
Budget  Outlook:  Fiscal  Years  1996-1999,  that  describes  our  current  views  in  detail. 
My  testimony  summarizes  that  report. 

The  economic  and  budget  outlook  has  not  changed  substantially  since  last  Sep- 
tember, but  the  deficit  picture  is  significantly  brighter  than  it  appeared  1  year  ago 
when  the  Congressional  Budget  Office  projected  that  the  deficit  would  soar  above 
$350  billion  by  fiscal  year  1998.  CBO  now  projects  that  the  Federeil  budget  deficit 
will  fall  fi-om  $223  bilUon  in  the  ciurent  fiscal  year  to  below  $170  billion  in  1996, 
then  creep  up  to  around  $200  billion  in  1999.  The  dramatic  improvement  since  Jan- 
uary is  largely  the  result  of  the  enactment  in  August  of  a  m^or  package  of  tax  in- 
creases and  spending  cuts — the  Onmibus  Budget  Reconciliation  Act  of  1993  (OBRA- 
93). 

Based  on  recent  experience,  some  observers  have  doubted  that  deficits  will  actu- 
ally decline  as  a  result  of  OBRA-93.  The  Omnibus  Budget  Reconciliation  Act  of 
1990,  which  implemented  a  multiyear  reduction  plan  negotiated  by  President  Bush 
and  Congressional  leaders,  also  significantly  improved  the  budget  outlook.  Yet  de- 
spite the  fact  that  the  increases  in  revenues  and  cuts  in  spending  that  it  promised 
were,  for  the  most  part,  achieved,  its  deficit  goals  proved  elusive.  It  quickly  became 
evident  that  deterioration  of  the  economy,  shortfalls  in  revenues,  and  unanticipated 
increases  in  spending  for  mandatory  programs  (largely  for  medicare,  medicaid,  other 
benefit  programs,  and  net  interest)  woudd  result  in  higher  deficits  than  had  been 
projected  before  the  bill's  enactment. 

In  contrast  to  that  experience,  CBO's  current  economic  forecast  and  estimates  of 
revenues  and  spending  have  changed  very  little  fix)m  the  ones  it  developed  imme- 
diately afler  the  passage  of  OBRA-93.  Projected  deficits  are  significantly  lower  than 
they  were  a  year  ago  before  OBRA-93  was  enacted.  But  despite  that  improvement, 
deficits  have  been  put  on  the  road  to  extinction.  They  begin  to  grow  again  as  a  per- 
centage of  gross  domestic  product  (GDP)  after  1998,  pushed  up  by  continued  rapid 
grow^  in  spending  for  medicare  and  medicaid  and  by  expiration  of  the  tight  caps 
on  discretionary  spending  set  in  the  Budget  Enforcement  Act  of  1990  (BEA)  and 
OBRA-93. 

As  always,  the  economic  forecast  and  the  revenue  and  spending  projections  pre- 
sented here  are  imcertain.  Future  economic  and  technical  reestimates  could  stiU 
push  up  projected  deficits  as  they  did  in  1991  and  1992.  Alternatively,  changes  that 
are  not  currently  anticipated  could  further  improve  the  deficit  picture. 

The  economic  outlook  is  essentially  unchanged  since  last  September.  With  the 
economy  settling  into  an  expansion  phase  of  the  business  cycle,  CBO  expects  growth 
to  continue  at  a  moderate  rate,  imemployment  to  decline  gradually,  and  interest 
rates  to  edge  up. 

FORECAST  FOR  1994  AND  1996 

CBO  forecasts  that  real  GDP  will  grow  at  an  annual  rate  of  nearly  3  percent 
through  calendar  year  1995  (see  Table  1).  The  combination  of  moderate  economic 
growth  and  an  increasing  number  of  people  actively  looking  for  work  will  result  in 
a  gradual  decline  in  the  vmemployment  rate — firom  the  6.4  percent  reported  for  De- 
cember 1993  to  6.0  percent  at  the  end  of  1995. 
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TABLE  1. 

COMPARISON  OF  FORECASTS  FOR  1994  AND  1995 

Actual            Estimated                  Forecast 

1992                  1993                 1994             1995 

Fourth  Quarter  to  Fourth  Quarter 
(Percentage  change) 


Nominal  GDP 


CBO 

6.7 

4.9 

5.7 

5.4 

Blue  Chip 

6.7 

5.0 

5.6 

5.7 

Real  GDP 

CBO 

3.9 

2.3 

2.8 

2.7 

Blue  Chip 

3.9 

2.4 

2.7 

2.6 

Implicit  GDP  Deflator 
CBO 

2.8 

2.5 

2.8 

2.6 

Blue  Chip 

2.8 

2.5 

2.8 

3.0 

Consumer  Price  Index^ 

CBO 

3.1 

2.7 

2.9 

3.0 

Blue  Chip 

3.1 

2.7 

3.1 

33 

Calendar  Year  Averages 
(Percent) 

Civilian  Unemployment  Rate 
CBO 

7.4 

6.8 

6.4 

6.1 

Blue  Chip 

7.4 

6.8 

6.4 

6.2 

Three-Month  Treasury  Bill  Rate 
CBO 

3.4 

3.0 

3S 

43 

Blue  Chip 

3.4 

3.0 

3.4 

3.8 

Ten- Year  Treasury  Note  Rate 
CBO 

7.0 

5.9 

5.8 

6.0 

Blue  Chip' 

7.0 

5.9 

5.9 

6.1 

SOURCES:        Congressional  Budget  Office;  Eggert  Econonrtic  Enterprises,  Inc.,  Blue  Chip  Economic  Indicators 
(January  10,  1994);  Department  of  Commerce,  Bureau  of  Economic  Analysis. 

NOTE:         The  Blue  Chip  forecasts  are  based  on  a  survey  of  50  private  forecasters. 

a.  Based  on  constant  1987  dollars. 

b.  The  consumer  price  index  for  all  urban  consumers  (CPI-U). 

c.  Blue  Chip  does  not  project  a  10-year  note  rate.  The  values  shown  here  for  the  10-year  note  rate  are 
based  on  the  Blue  Chip  projections  of  the  Aaa  bond  rate,  adjusted  by  CBO  to  reflect  the  estimated 
spread  between  Aaa  bonds  and  10-year  Treasury  notes. 


The  persistence  of  excess  domestic  capacity  and  weak  demand  from  sluggish 
economies  elsewhere  in  the  world  will  dampen  inflationary  pressures.  The  consumer 
price  index  is  expected  to  grow  at  a  rate  of  around  3  percent  a  year  through  1995. 
But  as  the  expansion  continues,  the  Federal  Reserve  is  likely  to  allow  interest  rates 
to  rise  in  order  to  ensure  that  inflation  does  not  heat  up.  CBO  forecasts  that  the 
rate  on  3-month  Treasury  bills  will  increase  from  3.1  percent  at  the  end  of  1993 
to  4.5  percent  at  the  end  of  1995.  It  also  expects  that  long-term  rates  will  rise  slight- 
ly over  that  same  period. 
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CBO's  economic  forecast  for  1994  and  1995  is  similar  to  the  Blue  Chip  consensus 
of  private  forecasters.  The  consensus  forecast  shows  slightly  lower  growth  in  real 
GDP  and  slightly  higher  inflation.  In  addition,  the  Blue  Chip's  long-term  interest 
rates  are  a  little  higher  than  CBO's  but  the  short-term  rates  are  lower. 

PROJECTIONS  FOR  1996  THROUGH  1999 

CBO  does  not  attempt  to  forecast  cyclical  fluctuations  in  the  economy  more  than 
2  years  into  the  future.  Beyond  1995,  its  projections  are  based  on  trends  in  fun- 
damental factors  that  determine  the  potential  growth  of  the  economy,  including 
growth  in  the  labor  force,  productivity,  and  national  savings. 

CBO  estimates  that  potential  real  GDP  will  grow  at  an  average  rate  of  2.4  percent 
during  the  1996-1999  period.  Projected  growth  of  real  GDP  exceeds  that  rate 
through  1999;  CBO  assumes  average  annual  growth  of  2.6  percent  for  1996  through 
1999  (see  Table  2).  As  a  result,  the  gap  between  actual  and  potential  GDP  shrinxs 
from  2.0  percent  at  the  end  of  1993  to  its  historical  average  of  0.6  percent  in  1999. 
Steady  growth  of  2.6  percent  a  year  would  push  unemployment  down  to  5.7  percent 
in  1999.  Because  GDr,  on  average,  remains  below  its  potential,  the  projected  rate 
of  inflation  is  stable.  The  projections  assume  a  slight  increase  in  short-  and  long- 
term  interest  rates  during  the  1996-1999  period. 


TABLE  2.        MEDIUM-TERM  ECONOMIC  PROJECTIONS  (By  calendar  year) 


Estimated  Forecast 

1993  1994  1995 


Projected 


1996  1997  1998  1999 


Nominal  GDP 

(Billions  of  dollars) 

6,370 

6,730 

7,099 

Real  GDP  (Billions  of 

1987  doUars) 

5,125 

5,274 

5,418 

Real  GDP 

(Percentage  change) 

2.8 

2.9 

2.7 

Implicit  GDP  Deflator 

(Percentage  change) 

2.6 

2.7 

2.7 

CPI-U  (Percentage  change) 

3.0 

2.7 

3.0 

Unemployment  Rate 

(Percent) 

6.8 

6.4 

6.1 

Three-Month  Treasury 

Bill  Rate  (Percent) 

3.0 

3.5 

4J 

Ten-Year  Treasury 

Note  Rate  (Percent) 

5.9 

5.8 

6.0 

7,483         7,880        8,287        8,700 


5,566         5,717        5,867        6,011 


2.7  2.7  2.6  25 


2.6  2J5  25  2.5 


3.1  3.1  3.1  3.1 


5.9  5J  5.7  5.7 


4.6  4.6  4.7  4.7 


6.1  6.2  6.2  6.2 


SOURCE:   Congressional  Budget  OfTice. 

NOTE:    CPI-U  is  the  consumer  price  index  for  all  urban  consumers. 


The  outlook  for  the  budget  is  also  essentially  imchanged  since  last  September, 
with  the  deflcit  somewhat  oelow  the  September  estimates  in  each  fiscal  year.  The 
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deficit  will  shrink  from  the  $255  billion  recorded  in  1993  to  around  $170  billion  in 
1995  and  1996  and  then  rise  slowly  to  about  $200  billion  in  1999.  This  distinctly 
rosier  outlook,  compared  with  a  year  ago,  is  mostly  a  consequence  of  the  substantial 
tax  increases  and  spending  cuts  enacted  last  August  in  OBRA-93  (see  Figure  1). 
Last  Janueiry,  CBO  projected  deficits  that  dipped  only  a  little  below  $300  billion  be- 
fore rising  to  more  than  $350  billion  in  1998.  Although  much  improved,  the  news 
this  year  is  not  all  good;  the  deficit  is  not  on  a  permanent  downward  path.  In  1999, 
it  begins  to  grow  again  as  a  percentage  of  GDP,  a  trend  that  continues  in  CBO's 
extended  10-year  projections.  As  a  result,  the  deficit  remains  a  significant  drag  on 
the  standard  of  living  in  the  United  States  for  the  foreseeable  future. 


nCURE  1.      BASELINE  DEFICITS  (By  fiscal  year) 
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SOURCE:    CongreMional  Budget  Oflice. 

NOTE:    The  thaded  area  repreienti  the  deficit  reduction  resulting  from  the  Omnibui  Budget  Reconciliation 
Act  of  1993. 


THE  OUTLOOK  FOR  THE  DEFICIT 

A  year  ago,  it  seemed  likely  that  the  record-high  1992  deficit  of  $290  billion  would 
be  eclipsed  in  1993,  with  deficits  in  succeeding  years  near  or  above  that  level.  In- 
stead, the  1993  deficit  came  in  at  $255  billion,  and  the  combination  of  OBRA-93 
and  continued  economic  growth  keeps  currently  projected  deficits  well  below  $300 
billion  through  the  end  of  the  century  (see  Table  3).  As  a  percentage  of  GDP,  deficits 
dip  to  2.2  percent  (compared  with  the  1984-1993  average  of  4.2  percent)  before  be- 
ginning to  climb  slowly  in  1999.  Essentially  the  same  pattern  is  seen  in  the  stand- 
ardized-employment  deficit,  which  removes  the  effects  of  the  business  cycle  fi"om 
Federal  revenues  and  spending. 
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TABLE  3.      CBO  DEnCIT  PROJECTIONS  (By  fiscal  year) 


1992      1993      1994      1995      1996      1997      1998      1999 


In  Billions  of  Dollars 

Total  Deficit  290       255       223        171        166        182       180       204 

Standardized-Employment  Deficit*  206       215        179        144        149        164       164        191 

As  a  Percentage  of  GDP 

Total  Deficit  4.9        4.0        3.4        2.4        11        23        2.2        2.4 

Standardized-Employment  Deficit*  33        33        2.7        2.0        2.0        2.1        2.0        2.2 

Memorandum: 

Gross  Domestic  Product 

(Billions  of  doUars)  5,941     6,295     6,637     7,006     7386     7,780    8,185     8,597 


SOURCE:   Congrewional  Budget  OfTice. 

a.  Ebccludes  the  cyclical  deficit,  spending  for  deposit  insurance,  and  contributions  from  allied  nations  for 
Operation  Desert  Storm.   The  last  of  those  contributions  were  received  in  1992. 

b.  Shown  as  a  percentage  of  potential  GDP. 


These  baseline  budget  projections  assume  that  the  Congress  makes  no  changes  in 
current  laws  and  policies  that  afTect  tax  revenues  and  mandatory  spending.  They 
also  assume  that  discretionary  spending  (spending  that  is  controlled  by  annual  ap- 
propriations) for  1995  through  1998  will  comply  with  the  limits  set  in  the  BEA  (for 
1995)  and  in  OBRA-93  (for  1996,  1997,  and  1998).  Those  caps  require  the  Congress 
to  cut  spending  for  discretionary  programs  by  nearly  10  percent  in  real  terms  be- 
tween 1994  and  1998.  CBO  assumes  that  discretionary  spending  will  grow  at  the 
same  pace  as  inflation  after  1998,  when  the  discretionary  caps  will  have  expired. 

Increases  in  spending  for  medicare  and  medicaid  are  the  dominant  force  pushing 
projected  deficits  back  up  as  the  20th  century  nears  its  end.  Estimated  outlays  for 
those  two  entitlement  programs  continue  to  grow  at  a  rate  of  about  11  percent  a 
year  in  1999.  Even  with  the  expiration  of  the  discretionary  spending  caps,  outlays 
for  everything  other  than  medicare  and  medicaid  grow  only  sUghtly  more  than  4 
percent  in  1999,  a  rate  considerably  slower  than  the  assimied  increase  of  5  percent 
in  nominal  GDP.  Without  the  rapid  growth  of  Federal  health  care  spending,  the 
deficits  would  probably  decline  steadily  as  a  percentage  of  GDP.  Adopting  a  plan 
that  substantially  reforms  the  nation's  health  care  system  might  slow  the  future 
growth  of  such  spending,  but  that  positive  effect  on  the  deficit  could  be  largely  off- 
set— at  least  in  the  short  to  intermediate  term — by  the  costs  of  extending  health 
care  coverage  to  people  who  are  currently  iminsured. 


14 


CHANGES  IN  THE  PROJECTIONS 


The  fundamental  outlook  for  the  deficit  has  changed  little  since  CBO's  projections 
last  September,  although  projected  deficits  are  lower  for  each  year.  Changes  in 
CBO's  economic  forecast  and  technical  reestimates  are  almost  equally  responsible 
for  the  reductions,  which  average  about  $20  billion  a  year  (see  Table  4).  Legislation 
enacted  since  the  summer  has  had  virtually  no  effect  on  CBO's  deficit  projections. 


TABLE  4.      CHANGES  IN  CBO  DEHCIT  PROJECTIONS 
(By  fiscal  year,  b  billions  of  dollars) 


1994 


1995 


1996 


1997 


1998 


September  1993  Baseline  Deficit 

Changes 
Policy  changes 

Economic  reestimates 
Revenues^ 
Net  interest 
Other  outlays 
Subtotal 

Technical  reestimates 
Revenues'' 
Deposit  insurance' 
Medicaid  and  Medicare 
Net  interest' 
Other  outlays 
Subtotal 


253 


1% 


190 


198 


200 


-4 

-6 

-8 

-8 

-10 

-2 

-2 

-2 

-3 

-3 

^ 

-i3 

-:2 

^ 

-1 

-9 

-12 

-13 

-13 

-13 

-3 

a 

a 

a 

2 

-18 

-1 

-4 

2 

a 

-2 

-5 

-5 

-6 

-8 

a 

-2 

-1 

-1 

-1 

^ 

-6 

a 

1 

1 

-24 

-14 

-11 

-3 

-5 

Total  Changes 
January  1994  Baseline  DeGdt 


-30 


223 


-25 


171 


-24 


166 


-16 


182 


-20 


180 


SOURCE:   Congresaional  Budget  OfTice. 

a.  LcM  than  $500  million. 

b.  Revenue  increasea  are  shown  with  a  negative  sign  because  they  decrease  the  deflcit. 

c.  Excludes  changes  in  interest  paid  by  deposit  insurance  agencies  to  the  Treasury.     These  interest 
payments  are  intrabudgetary  and  do  not  affect  the  deficit. 


Revising  the  economic  forecast  triggered  an  increase  of  $4  billion  to  $10  billion 
a  year  in  projected  revenues,  stemming  for  the  most  part  fi*om  increased  wages  and 
other  personal  income.  In  addition,  CBO  lowered  its  projections  of  spending  for  cost- 
of-living  adjustments  by  $15  billion  over  the  1994-1998  period,  primarily  because 
inflation  in  1993  was  lower  than  previously  assumed. 

^  improved  business  climate  for  banks  and  thrift  institutions  led  to  a  technical 
reestimate  of  spending  for  deposit  insurance.  The  reestimate  lowered  projected  out- 
lays by  $18  billion  in  1994  and  by  $21  billion  over  the  1994-1998  period.  CBO  made 
smaller  technical  reductions  in  estimates  of  spending  for  medicaid,  medicare,  and 
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net  interest.  Technical  revisions  reduced  all  other  outlays  combined  by  about  $4  bil- 
lion over  the  period. 

CONCLUSION 

The  difficult  step  taken  by  the  President  and  the  Congress  in  adopting  a  m^jor 
deficit  reduction  package  last  August  seems  likely  to  achieve  the  desired  outcome — 
significantly  lower  deficits  than  were  projected  a  year  ago.  There  is  no  indication 
at  this  time  that  the  hard-fought  gains  on  the  deficit  firont  will  be  offset  by  economic 
decline  or  unanticipated  changes  in  spending  or  revenues. 

The  point  needs  to  be  emphasized,  however,  that  the  deficit  may  have  been 
brought  under  control  temporarily,  but  it  has  not  been  tamed.  Measured  as  a  per- 
centage of  GDP,  the  deficit  falls  to  2.2  percent  by  1996,  but  under  the  relentless 
pressvire  of  rapidly  growing  medicare  and  medicaid  spending,  the  decline  is  cut 
short.  The  deficit  climbs  a  bit  in  1999  and  continues  to  grow  in  CBO's  extended  10- 
year  projections.  Unless  health  care  reform  legislation  successfully  reins  in  Federal 
spending  for  health,  or  the  Congress  takes  other  major  deficit  reduction  steps,  high 
deficits  are  likely  to  continue  into  the  foreseeable  future. 

The  large  Federal  deficits  of  recent  years  have  been  particularly  troubling  because 
they  coincided  with  levels  of  private  saving  that  were  much  lower  than  those  pre- 
vailing before  the  19808,  thereby  Umiting  the  domestic  resources  available  for  in- 
vestment. Similarly,  unless  the  high  deficits  projected  under  current  policies  are  off- 
set by  private  saving  that  is  substantially  higher  than  the  current  rate,  they  will 
constrain  the  improvement  in  the  standard  of  living  that  can  be  expected  in  the 
United  States  in  the  21st  century. 

The  presumption  that  high  deficits  will  not  be  offset  by  increased  private  saving — 
and  wUl  continue  to  be  a  drag  on  economic  growth — has  prompted  calls  for  a  con- 
stitutional amendment  requiring  a  balanced  budget.  These  calls  have  come  even 
though  existing  procedures  and  political  pressures  have  combined  to  produce  two 
substantial  deficit  reduction  efforts  in  the  past  4  years. 

At  least  one  of  the  proposed  versions  of  such  an  amendment  could  be  in  effect  for 
1999  if  it  is  passed  by  the  Congress  this  year  and  promptly  ratified  by  three-fourths 
of  the  States.  Under  CBO's  current  budget  projections,  balancing  the  budget  in  1999 
would  require  $204  billion  in  deficit  reduction  in  that  year.  If  the  Congress  adopts 
an  amendment  requiring  a  balanced  budget  beginning  in  1999,  it  should  not  ignore 
the  need  to  enact  a  multiyear  package  of  tax  increases  and  spending  cuts  to  provide 
some  hope  of  achieving  that  goal  in  an  orderly,  gradual  way.  The  longer  the  Con- 
gress and  the  President  delay  passage  of  such  a  package  after  the  Congress  has  pro- 
posed the  amendment  for  ratification,  the  harder  it  will  be  to  eliminate  the  deficit 
by  1999.  In  fact,  at  some  point  it  would  become  virtually  impossible  to  reach  a  bal- 
anced budget  that  year  without  a  substantiad  risk  of  triggering  an  economic  down- 
turn— which  would  make  it  even  harder  to  balance  the  budget. 

A  deficit  reduction  package  with  cuts  beginning  in  1995  that  was  designed  to  re- 
duce the  1999  deficit  by  about  $200  bilhon  would  probably  lower  the  total  deficit 
over  the  1995-1999  period  by  about  $600  billion — a  substantially  larger  decrease 
than  the  $433  billion  achieved  by  OBRA-93.  Deficit  reduction  of  that  magnitude  is 
not  impossible,  but  it  would  be  politically  difficult.  The  Congress  narrowly  enacted 
the  $433  billion  in  savings  in  OBRA-93  only  after  an  arduous  legislative  struggle — 
and  that  bill  quite  naturally  included  the  relatively  less  painful  options  from  among 
the  tax  increases  emd  spending  cuts  available,  leaving  the  more  painful  ones  for  fu- 
ture deficit  reduction  efforts.  Reducing  the  deficit  by  an  additional  $600  billion 
clearly  would  require  abundant  political  resolve. 

Although  CBO  has  often  made  the  case  for  deficit  reduction,  it  has  also  warned 
against  procedural  fixes  (including  a  balanced-budget  constitutional  amendment) 
that  promise  action  in  the  future  to  reduce  the  deficit  (see  Chapter  5  and  6  of  CBO's 
January  1993  Economic  and  Budget  Outlook).  Instituting  a  constitutional  require- 
ment to  balance  the  budget  is  problematic  in  any  case:  it  is  not  clear  that  achieving 
balance  in  every  year  is  an  obtainable  or  even  desirable  goal.  It  would  be  a  particu- 
lar folly  to  pass  a  balanced-budget  amendment  and  ignore  the  need  to  expeditiously 
enact  legislation  that  would  offer  some  hope  of  complying  with  it. 

[A  reprint  of  Chapter  5  and  6  of  CBO's  January  1993  Economic  and  Budget  Out- 
look follows:] 
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Chapter  Five 


The  Economic  Consequences 
of  Deficit  Reduction 


The  1992  election  and  the  sluggish 
growth  of  the  economy  during  the  past 
four  years  focused  the  American  pub- 
lic's attention  on  the  possibility  that  U.S. 
living  standards  may  advance  more  slowly  in 
coming  decades  than  they  did  during  most  of 
the  period  following  World  War  II.  In  part, 
the  slowdown  is  a  result  of  the  decline  in  the 
national  saving  rate  in  the  last  decade.  The 
presidential  candidates  recognized  that  re- 
ducing the  deficit  is  the  most  reliable  way  for 
policymakers  to  increase  net  national  saving. 
Over  the  long  run,  a  permanently  higher  rate 
of  saving  will  stimulate  new  investment,  in- 
crease productive  capacity,  stem  the  growth 
in  net  debt  to  foreigners,  and  raise  the  na- 
tion's standard  of  living.  Increased  spending 
on  government  investment  could  also  raise 
living  standards,  although  the  effects  would 
depend  on  choosing  investments  wisely  (see 
Box  5-1). 

The  long-term  benefits  of  deficit  reduction 
could,  however,  involve  some  short-term  costs, 
a  dimension  of  the  problem  that  may  not  be 
fully  recognized.  Cutting  the  deficit  neces- 
sarily involves  some  combination  of  increased 
taxes  and  reductions  in  valued  government 
programs.  Cutbacks  in  programs  will  hurt 
those  who  benefit  both  directly  and  indirectly 
from  these  government  activities;  tax  in- 
creases will  reduce  the  disposable  incomes 
that  individuals  and  businesses  have  for  con- 
sumption and  investment.  A  long  time  will 
pass  before  improvements  in  living  standards 
that  result  from  a  deficit  reduction  are  re- 
alized.   In  the  meantime,  deficit  reduction 


could  disrupt  the  economy  enough  to  aff'ect 
most  people. 

Substantial  deficit  reductions  raise  a  num- 
ber of  issues.  These  issues  include  the  appro- 
priate timing  and  pace  of  deficit  reduction,  the 
magnitude  of  the  long-term  benefits,  and  the 
potential  for  short-term  economic  disruption 
that  is  likely  to  result  from  such  an  effort.  The 
crucial  importance  of  the  Federal  Reserve's 
monetary  policy  and  the  attitude  of  financial 
markets  toward  any  deficit  reduction  plan 
must  also  be  considered. 

The  conclusions  reported  in  this  chapter  are 
based,  in  part,  on  simulations  of  schedules  for 
balancing  the  budget,  using  several  macroeco- 
nomic  models.  The  models,  which  are  based 
on  diverse  views  of  how  the  economy  works, 
were  chosen  to  reflect  a  reasonable  range  of 
analytic  uncertainty  among  economists.  Al- 
though the  Congressional  Budget  Office  used 
the  models  to  estimate  the  transitional  effects 
of  fiscal  contractions  that  would  eliminate  the 
federal  deficit  within  five  to  10  years,  there  is 
nothing  magical  about  the  goal  of  a  balanced 
budget.  Some  economists  have  argued  that  a 
modest  surplus  is  desirable,  given  the  fall  in 
the  private  saving  rate  and  the  retirement  of 
the  baby  boomers  that  will  begin  at  the  end  of 
the  first  decade  of  the  next  century.  Others 
have  argued  that  if  balancing  the  budget 
means  shortchanging  needed  government  pro- 
grams, modest  deficits  should  be  tolerated. 

Even  though  the  models  differ  considerably 
in  design,  they  came  to  similar  conclusions 
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about  the  effects  of  eradicating  the  deficit. 
Among  the  conclusions: 

o  The  level  of  consumption  that  the 
economy  can  sustain  in  the  next  cen- 
tury would  be  substantially  increased 
by  erasing  the  deficit  in  the  next  few 
years,  which  would  shift  the  composi- 
tion of  demand  away  from  current  con- 
sumption and  move  it  toward  private 
investment. 

o  Efforts  to  eliminate  the  deficit  within 
the  next  five  or  10  years  could  disrupt 
the  economy,  but  the  effect  of  this 
disruption  on  total  demand  and  em- 
ployment could  be  largely  offset  by  a 


monetary  stimulus.  Even  without  an 
offsetting  monetary  stimulus,  a  steady 
reduction  of  the  deficit  would  not  throw 
the  economy  into  a  recession,  provided 
that  the  actions  to  erase  the  deficit 
were  taken  at  a  time  when  the  under- 
lying growth  of  total  demand  is  at  least 
moderate. 

o  The  amount  of  time  taken  to  close  out 
the  deficit-five  or  10  years-has  little 
impact  on  the  long-term  benefits  of 
eliminating  it,  provided  that  the  effort 
is  credible  and  carried  through. 

These  general  conclusions  assume  that  the 
actions  taken  to  eliminate  the  deficit  are 


Box  5-1. 
Reducing  the  Deficit  Versus  Increasing  Government  Investment 


Although  this  chapter  focuses  on  the  effects  of 
eliminating  the  federal  government's  deficit, 
the  economy  could  gain  a  similar  long-term 
improvement  if  the  government's  spending  on 
consumption  could  be  reduced  and  its  spending 
on  well-chosen  investments  increased.  Both 
strategies  would  shift  resources  from  national 
consumption  to  national  saving  and  invest- 
ment, and  thus  increase  the  level  of  living 
standards  attainable  in  the  long  run. 

Some  ecdnomists  believe  that  increased 
government  investment,  such  as  that  for  infra- 
structure, is  actually  more  powerful  than  in- 
creases in  private  investment;  that  is,  a  dollar's 
worth  of  more  government  investment  spend- 
ing increases  the  productive  capacity  of  the 
economy  more  than  a  dollar's  worth  of  private 
investment.  The  Congressional  Budget  Ofiice's 
review  of  the  evidence  suggests  instead  that  the 
measured  returns  from  the  average  public 
investment  in  infrastructure  and  in  research 
and  development  have  been  lower  than  the 
returns  from  the  average  private  investment. 
There  is  little  evidence  on  the  economic  returns 
from  most  government  investment  in  human 
resources.  Thus,  although  careful  selection  can 
yield  high  returns  in  all  areas  of  public  in- 
vestment, across-the-board  increases  in  public 
investment  are  unlikely  to  boost  greatly  the 


productive  capacity  of  the  economy.  See  Con- 
gressional Budget  Office,  How  Federal  Spend- 
ing for  Infrastructure  and  Other  Public  Invest- 
ments Affects  the  Ekonomy  (July  1991). 

A  strategy  of  shifting  government  spend- 
ing from  consumption  to  investment  has  the 
advantage  that  it  need  not,  if  the  shift  is  care- 
fully managed,  weaken  the  economy  in  the 
short  run.  Some  industries  would  be  hurt  and 
others  helped,  as  is  always  the  case  when  the 
government's  policies  change,  but  these  effects 
could  be  arranged  to  cancel  themselves  out 
roughly  in  the  economy  as  a  whole. 

The  main  difficulty  with  relying  on  govern- 
ment investment  spending  rather  than  on 
deficit  reduction  to  boost  future  incomes  is 
that,  unlike  private  investment  that  is  guided 
by  market  considerations,  political  factors  may 
dominate  the  choice  of  public  investment  proj- 
ects. Only  if  government  investment  choices 
are  based  on  economic  criteria--that  is,  they 
meet  the  ordinary  standards  of  cost-benefit 
analysis-can  they  be  expected  to  be  as  produc- 
tive as  private  investments.  Finding  and 
evaluating  such  valuable  investments  takes 
time,  so  that  the  scope  for  sharp  increases  in 
the  nation's  level  of  saving  and  investment  by 
that  route  is  likely  to  be  limited. 
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broad-based,  including  both  increasea  in  taxes 
and  cuts  in  spending.  The  details  depend,  of 
course,  on  precisely  which  actions  are  chosen. 
In  general,  a  program  that  relies  dispropor- 
tionately on  tax  increases  would  tend  to  dis- 
rupt the  economy  less  in  the  short  run  but 
would  yield  somewhat  smaller  long-term 
benefits  because  it  might  reduce  private  sav- 
ing and  labor  supply.  Indeed,  it  is  possible 
that  some  types  of  tax  increase-such  as  a 
large  tax  on  income  from  capital-would  so  re- 
duce private  saving  or  investment  as  to  elimi- 
nate most  of  the  benefits  of  reducing  the  defi- 
cit. Reducing  the  deficit  by  slashing  govern- 
ment investment  spending  would  be  similarly 
counterproductive.  But  few  people  advocate 
such  changes. 


The  Question  of  Timing 

A  central  question  to  any  deficit  reduction 
effort  is,  How  fast  can  or  should  the  deficit  be 
eliminated?  The  question  raises  two  kinds  of 
issues:  those  related  to  the  management  of 
programs  and  the  budget,  and  those  related  to 
the  management  of  the  economy.  This  chapter 
focuses  on  the  second  group  of  issues- how  dif- 
ferent time  schedules  for  eliminating  the 
deficit  affect  the  economy.  Very  rapid  deficit 
reduction  could  impose  significant  and  un- 
necessary hardship  if  people  and  businesses 
cannot  adjust  in  an  orderly  fashion  to  the  new 
regime.  Eliminating  the  deficit  in  two  years, 
for  example,  would  require  cuts  of  around 
$130  billion  per  year,  and  eliminating  it  in 
three  years  would  call  for  cuts  of  $90  billion 
per  year.  If  government  agencies  are  dis- 
rupted by  such  sudden  large  reductions  in 
funding,  the  orderly  fiinctioning  even  of  pro- 
grams unsiffected  by  cutbacks  can  be  compro- 
mised. In  short,  considerations  of  equity  and 
good  management  probably  preclude  very  fast 
deficit  reduction. 

Both  extremely  rapid  and  extremely  grad- 
ual approaches  to  eliminating  the  deficit  are 
also  probably  undesirable  on  economic 
grounds.    Most  economists  would  say  that 


doing  the  job  quickly-say,  within  two  years - 
could  severely  disrupt  the  economy,  particu- 
larly since  the  underlying  growth  of  the  next 
few  years  is  likely  to  be  relatively  weak  com- 
pared with  past  business  expansions  (see 
Chapter  1).  Rapid  deficit  reduction  does  not 
always  bring  economic  problems;  between 
1968  and  1969,  for  example,  an  income  tax 
surcharge  combined  with  spending  cuts  elimi- 
nated a  deficit  equal  to  3  percent  of  gross  do- 
mestic product  and  replaced  it  with  a  small 
surplus,  i  But  the  ability  to  erase  the  deficit  so 
fast  probably  owed  much  to  the  fact  that  the 
budget  deficit  had  only  recently  surged  in 
1968,  and  that  the  tax  surcharge  was  intended 
to  be  temporary  (although  it  was  extended 
into  1970).  Consumers  took  both  events  in 
stride  without  radically  changing  their  spend- 
ing on  consumption.  This  experience  probably 
has  no  current  application  when  the  nation 
must  deal  with  a  large  structural  deficit  that 
has  existed  for  more  than  a  decade  and  will 
need  permanent  solutions. 

A  very  gradual  approach  to  controlling  the 
deficit-say,  eliminating  it  over  a  period  of  15 
years-could  also  have  disadvantages.  Obvi- 
ously, it  would  delay  the  increased  productive 
capacity  and  reduced  debt  to  foreigners  that 
deficit  eradication  can  bring.  A  languid  pace 
may  not  convince  financial  markets  that  the 
deficit  will  ever  be  eliminated,  because  such  a 
pace  offers  many  chances  for  a  reversal  of  fis- 
cal policy.  Thus,  long-term  interest  rates  may 
stay  unnecessarily  high,  and  the  burden  of  in- 
terest pa)rments  on  federal  debt  would  con- 
tinue to  increase. 


Does  It  Matter  How  Long  It 
Takes  to  Balance  the  Budget? 

Leaving  out  these  extreme  approaches,  the 
economic  effects  of  erasing  the  deficit  over  a 
period  of  five  years  are  not  much  different 
from  those  of  eliminating  it  over  10  years.  The 


1.  Following  the  policy  changes,  the  economy  continued  to 
grow  for  nearly  a  year  and  a  half  before  a  recesaion 
started  in  December  1 969. 
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reason  is  that  much  of  the  rise  in  the  deficit 
expected  over  the  next  decade  occurs  after 
1998.  Thus,  even  a  plan  to  bring  the  deficit 
down  to  zero  in  five  years—and  hold  it  at  zero 
thereafter-must  implicitly  be  able  to  control 
the  deficit  in  the  late  1990s  and  the  first  years 
of  the  next  century  as  well.  And  that  is  pre- 
cisely the  period  over  which  a  10-year  plan 
would  have  to  accomplish  its  major  work. 

In  Chapter  2,  CBO  has  projected  the  pattern 
of  futiire  deficits,  assuming  that  the  limits  of 
the  Budget  Enforcement  Act  are  adhered  to 
until  it  expires  at  the  end  of  1995,  and  making 
somewhat  conservative  assumptions  about 
spending  in  the  1996-2003  period  (see  Figure 
5-1).  Meeting  the  act's  spending  caps  will 
already  require  substantial  real  cuts  in  dis- 
cretionary spending  programs.  Beyond  1995, 
the  projection  assumes  that  discretionary 
spending  will  grow  only  with  inflation-that 
is,  the  share  of  all  discretionary  spending  in 
gross  domestic  product  will  continue  to  fall. 
Indeed,  this  baseline  projection  implies  a  15- 
year  decline  in  discretionary  spending  in  rela- 
tion to  GDP  (see  Figure  5-2). 


Figure  5-1. 
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Figure  S-2. 
Discretionary  Spending 
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Despite  this  fairly  conservative  assumption, 
the  projection  calls  for  an  increase  in  the 
deficit,  reaching  about  6.8  percent  of  GDP  by 
the  year  2003;  if  the  projection  were  extended 
farther  into  the  next  century,  the  ratio  would 
continue  to  increase.2  The  main  culprits  are 
the  increase  in  the  costs  of  the  government's 
health  care  programs  and  the  increase  in  the 
cost  of  paying  interest  on  the  national  debt 
(see  Chapter  2). 

Eliminating  the  deficit  by  2003  would  re- 
quire broad  policy  changes-tax  increases,  or 
reductions  in  spending  programs  or  entitle- 
ments-that  would  directly  reduce  the  deficit 
by  an  average  of  about  $48  billion  a  year. 


2.  General  Accountiii^  Office.  Prompt  Action  Secatary  to 
AixH  Long-Term  Damage  to  the  Economy  (June  1992). 
This  fftudy  made  similar  assumptions  about  policy,  but 
projected  tbe  assumptions  without  change  through  the 
first  quarter  of  the  next  century.  Tbe  growth  of  health 
care  coats,  retirement  pensions,  and  interest  on  tbe  debt 
would,  under  these  assumptions,  bring  the  federal  deficit 
to  20  percent  of  groas  national  product.  It  is,  of  course, 
highly  implausible  that  policies  would  remain  un- 
changed over  such  a  long  period,  ao  the  GAO's  conclusion 
must  be  understood  only  as  pointing  out  that  the  current 
mix  of  policies  cannot  be  sustained  over  the  long  term. 
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That  is,  the  cuts  would  reach  $48  billion  in  the 
first  year,  $96  billion  in  the  second  year,  and 
so  on.  The  deficit  need  not,  of  course,  be  re- 
duced smoothly.  But  if  it  is,  the  deficit  would 
fall  to  near  1  percent  of  GDP  in  1998  (see  Fig- 
ure 5-1).  Policy  actions  that  produced  cuts 
averaging  $64  billion  a  year,  just  one-third 
larger,  would  erase  the  deficit  by  1998. 


When  Is  the  Best  Time 
to  Reduce  the  Deficit? 

Some  times  are  better  than  others  for  reducing 
the  deficit.  During  periods  of  recession  or  ane- 
mic growth,  few  economists  would  prescribe  a 
major  dose  of  deficit  reduction,  since  to  do  so 
would  further  weaken  an  already  weak  econo- 
my.3  For  the  same  reason,  the  failure  to  con- 
trol the  deficit  during  the  strong  growth  years 
of  the  1980s  was  a  serious  mistake. 

If  the  deficit  reduction  is  gradual  and 
phased  in,  the  reduction  in  any  one  year  would 
probably  not  precipitate  a  recession.  How- 
ever, one  or  more  recessions  will  probably  oc- 
cur for  other  reasons  during  the  five  to  10 
years  needed  to  close  out  the  deficit.  The  defi- 
cit will  increase  during  a  recession  as  a  result 
of  the  effects  of  the  recession  itself  on  revenues 
and  income  security  programs,  and  perhaps 
also  because  temporary  programs  of  fiscal 
stimulus  might  be  enacted.  It  will  be  im- 
portant, however,  to  manage  the  response  to 
recessions  so  that  the  downward  path  of  the 
deficit  is  only  temporarily  interrupted. 


The  Long-Term  Benefits 
of  Eliminating  the  Deficit 

Many  observers  expect  the  growth  in  U.S. 
living  standards-one  measure  of  which  is  the 
sustainable  growth  of  per  capita  consump- 
tion-to  be  slower  over  the  next  half  century 
than  over  the  last.  This  slowdown  can  be  at- 
tributed to  a  slower  rate  of  growth  in  the  labor 
force,  an  increase  in  the  proportion  of  the  pop- 
ulation who  are  elderly,  and  a  continuation  of 
the  recent  trend  of  low  rates  of  growth  in 
productivity.  Labor  productivity  advanced  at 
about  a  2.2  percent  rate  fi-om  1950  to  1972 
(afler  adjusting  for  the  effects  of  the  business 
cycle),  but  since  1972  has  grown  at  a  rate  of 
only  1  percent.* 

Although  there  were  many  reasons  for  the 
slowdown  in  productivity  growth,  low  saving 
and  investment  played  a  large  role  in  the 
ISSOs.  Continued  low  rates  of  national  saving 
also  are  expected  to  retard  growth  over  the 
long  run,  but  in  this  case  the  potential  for 
policy  to  offset  or  even  reverse  the  adverse 
trends  is  brighter.  During  the  1980s,  the  rate 
of  net  national  saving  fell  by  4^  percentage 
points  from  its  average  during  the  previous 
decade,  with  more  than  half  the  decline  at- 
tributable to  the  period's  high  federal  deficits. 
Reversal  of  that  trend  could  substantially  im- 
prove the  long-term  outlook. 

Unless  further  action  is  taken,  however, 
federal  deficits  will  drain  increasing  amounts 
of  saving  away  from  private  investment. 5 
Under  current  policies,  the  deficit  will  rise  to 


The  moat  auctesaful  action  to  control  the  deficit  in  the 
past  decade  was  taken  in  the  Omnibus  Budget  Reconcili- 
ation Act  of  1990.  aa  the  economy  alid  into  recession. 
Many  economists  supported  the  act,  despite  its  un- 
fortunate cyclical  timing,  because  ftirther  delay  seemed 
likely  to  confirm  the  belief  of  financial  markets  that 
serious  action  would  never  be  taken.  Ju5t  how  weak  the 
economy  had  become  was  not  clear  at  that  time. 


Numbers  are  derived  from  Robert  J.  Gordon,  The  1992 
Spurt  in  Productivity:  Does  It  Signal  Relief  from  the 
Long-Term  Slowdown?"  (paper  presented  at  the  Ameri- 
can Economic  Association  panel  on  productivity  mea- 
surement issues  and  recent  trends,  January  6, 1993) 

This  situation  would  be  much  less  worrisome  if  the 
deficits  financed  federal  investment.  However,  nonmili- 
tary  investment  spending  by  the  federal  government 
contributed  little  to  the  rapid  rise  in  the  deficit  during 
the  19808.  See  Congressional  Budget  Office,  The  Federal 
Deficit:  Does  It  Measure  the  GouemmerU'a  Effect  on  Na- 
tional SavingHManh  1990). 
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about  6.8  percent  of  GDP  in  2003,  by  which 
time  deposit  insurance  spending  and  the 
current  cychcal  weakness  of  the  economy  will 
not  be  distorting  the  deficit  figures  (see  Chap- 
ter 2).  On  a  comparable  basis--that  is,  exclud- 
ing spending  on  deposit  insurance  and  the 
effects  of  the  weak  economy—the  structural 
deficit  is  likely  to  be  about  3^^  percent  in  1993. 
Thus,  under  current  policies,  the  structural 
deficit  wou-Id  rise  over  the  next  10  years  by 
more  than  3  percentage  points  of  GDP.  The 
deficit  will  increase  despite  the  substantial 
policy  changes  necessary  to  meet  the  discre- 
tionary spending  targets  of  the  Budget  En- 
forcement Act  through  1995. 

Most  economists  believe  that  a  sustained 
and  substantial  reduction  in  the  structural 
deficit  would  raise  net  national  saving  and 
ultimately  increase  the  nation's  living  stan- 
dards. In  fact,  this  is  the  central  argument  for 
reducing  the  deficit.  The  increased  national 
saving  that  stems  from  deficit  reduction  repre- 
sents, in  effect,  an  increase  in  the  domestic 
supply  of  financial  capital.  The  immediate  re- 
sult of  such  an  increase  would  be  to  raise  net 
investment  here  and  abroad  by  U.S.  residents 
and  to  lower  real  interest  rates.  In  time,  the 
increase  in  the  domestic  capital  stock  would 
raise  the  economy's  productive  capacity,  and 
both  labor  productivity  and  real  wages  would 
rise.  Along  with  lower  debt  service  on  bor- 
rowing from  other  countries,  higher  real 
wages  would  raise  living  standards  and  the 
level  of  consumption  per  capita.  These 
changes  would  also  lower  the  exchange  value 
of  the  dollar  for  several  years.  The  lower  dol- 
lar, in  turn,  would  lead  to  a  near-term  im- 
provement in  the  trade  balance  and  to  reduced 
net  borrowing  from  other  countries. 


How  Much  Will  Erasing  the 
Deficit  Add  to  National  Saving? 

The  size  of  the  increase  in  national  saving  that 
could  result  from  deficit  reduction  is  an  em- 
pirical question,  the  answer  to  which  depends 
in  part  on  how  private  saving  responds. 
Erasing  the  deficit  may  involve  higher  taxes 


or  lower  government  transfers,  which  in  the 
short  run  cut  directly  into  private  saving  as 
well  as  spending  on  consumption.  Although 
the  size  of  the  effect  is  highly  uncertain,  some 
analysts  have  estimated  that  each  dollar  of 
deficit  reduction  could  lead  to  a  decline  of 
about  30  cents  in  private  saving.6 

Early  elimination  of  the  deficit-that  is,  by 
1998"Could  thus  increase  national  saving  by 
around  5  percent  of  GDP  in  2003,  or  about  70 
percent  of  the  reduction  in  government  bor- 
rowing. That  percentage  probably  underesti- 
mates the  effect  of  eliminating  the  deficit  on 
national  saving  early  in  the  next  century 
because  the  deficit  would  most  lively  continue 
to  grow  if  the  baseline  projection  were  ex- 
tended. But  when  compared  with  the  current 
low  level  of  net  national  saving-only  2^  per- 
cent of  GDP  even  before  the  recession  lowered 
it  further-these  increases  are  substantial. 


How  Much  Will  the  Increase  in 
National  Saving  Add  to  Living 
Standards  in  the  Long  Run? 

A  higher  level  of  national  saving  works 
somewhat  like  an  increase  in  an  individual's 
saving;  that  is,  it  increases  the  resources 
available  for  future  use,  either  for  consump- 
tion or  for  investment.  But  as  investment  is 
increased,  so  also  is  the  capital  stock  that 
must  be  maintained.  Keeping  track  of  the 
growth  of  capital  and  labor  resources,  of  depre- 
ciation, and  of  how  they  affect  future  incomes 
and  consumption  possibilities  is  the  job  of 
growth  accounting. 

That  approach  accounts  separately  for  the 
contributions  of  labor,  capital,  and  total  factor 
productivity  (that  is,  everything,  including 
technical  progress,  that  is  not  labor  or  capital 


See  Lawrence  H.  Summers,  "Issues  in  Saving  Policy."  in 
Gerald  F.  Adams  and  Susan  M.  Wachter.  eds.,  Saving 
and  Capital  Formation  (Lexington.  Mass.:  Lexington 
Books.  DC.  Heath  &  Co..  1986),  p.  65;  and  Michael  J. 
Boskin,  "Concepts  and  Measures  of  Federal  Deficits  and 
Debt  and  Their  Impact  on  Economic  Activity,"  in  R.J. 
Arrow  and  M.J.  Boskin.  eds..  Economics  of  Public  Debt 
(New  York:  MacMillan,  1988),  p.  77. 
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but  contributes  to  growth)  to  the  expansion  of 
productive  capacity.  It  predicts  that  for  each 
percentage  point  of  permanent  increase  in  the 
ratio  of  national  saving  to  GDP,  consumption 
will  eventually  be  permanently  raised  by 
about  1  percent  above  what  it  would  have 
been  without  the  saving  increased  Thus, 
eliminating  the  deficit,  which  would  raise 
national  saving  after  2003  by  more  than  5  per- 
centage points,  could  add  more  than  5  percent 
to  the  sustainable  level  of  consumption  in  the 
next  century. 

Other  approaches  suggest  the  possibility  of 
higher-perhaps  much  higher-gains,  although 
they  are  not  as  well  supported  and  therefore 
probably  should  not  be  the  basis  for  policy 
decisions.  New  theories  of  economic  growth 
suggest  that  the  contribution  of  capital  could 
be  larger  than  that  assumed  by  the  growth- 
accounting  framework,  in  part  because  of 
benefits  that  spill  over  from  growing  firms  to 
the  rest  of  the  economy  .8  At  the  same  time, 
some  historical  studies  appear  to  show  that  in- 
vestment in  equipment  has  disproportionately 
boosted  growth.9 

However,  it  is  probably  prudent  to  stay  with 
the  results  of  the  well-established  growth-ac- 
counting approach-namely,  that  deficit  elimi- 
nation will  eventually  increase  consumption 
forever  by  more  than  5  percent.  Most  econo- 
mists are  hesitant  to  rely  heavily  on  apparent 
empirical  regularities-such  as  the  link  be- 
tween equipment  spending  and  growth-that 
are  not  well  understood,  since  they  could 
easily  turn  out  to  be  spurious.  Similarly,  they 
are  wary  of  economic  theories  that  lack 
empirical  support.  Moreover,  there  are  strong 


Se«  Congressicmal  Budget  Office,  Implicationa  of  Fed- 
eral Deficits  for  Economic  Growth,"  Chapter  III  in  CBO, 
The  Economic  and  Budget  Outlook:  Focal  Yean  1990- 
7994  (January  1989). 

For  a  recent  survey  of  this  literature,  see  X.  Sala-i- 
Martin.  "Lecture  Notes  on  Economic  Growth  (ID:  Five 
Prototype  Models  of  Endogenoua  Growth,'  Working 
Paper  No.  3664,  (National  Bureau  of  Economic  Re- 
search. December  1990). 

J.  Bradford  De  L<mg  and  Lawrence  R  Summers,  "Equip- 
ment Investment  and  Economic  Growth."  Quarterly 
Journal  of  Economics,  vol.  106,  no.  2  (May  1991). 


empirical  arguments  for  the  traditional 
growth-accounting  approach.  10  Although  a 
good  deal  of  macroeconomic  research  on  new 
growth  theories  is  taking  place,  the  issue  is 
not  yet  settled. 


Redirecting  Spending 
anil  Reducing  Foreign 
Borrowing 

Deficit  reduction  works  in  two  ways  to  in- 
crease futiire  real  incomes  and  living  stan- 
dards. First,  it  makes  more  resources  avail- 
able for  private  domestic  investment,  directly 
increasing  the  future  productive  capacity  of 
the  economy.  Second,  it  reduces  net  capital 
flows  into  the  country,  thus  reducing  the  fu- 
ture burden  of  repayments  on  that  debt. 

The  mechanism  that  underlies  both  these 
changes  is  a  reduction  in  interest  rates,  both 
short-  and  long-term.  Short-term  interest 
rates  reflect  the  current  scarcity  of  money  in 
relation  to  its  demand;  the  fiscal  restraint 
reduces  the  demand  for  money,  and  if  the  Fed- 
eral Reserve  acts  to  avoid  weakening  the 
economy,  the  supply  of  money  will  go  up.  Both 
of  these  actions  will  reduce  short-term  interest 
rates. 

Longer-term  rates,  which  affect  business 
investment  decisions  more  than  short-term 
rates  do,  will  also  fall  as  long  as  market  partic- 
ipants believe  that  short-term  rates  will  be 
lower  in  the  future.  The  market  balances  re- 
turns on  long-term  bonds  with  expected  short- 
term  interest  rates.  As  a  result,  aside  from 
compensation  for  the  risk  involved  in  tjdng  up 
money  in  a  longer-term  investment,  invest- 
ments in  short-  and  long-term  instruments  are 
about  equally  attractive.  Thus,  in  order  to 
lower  long-term  interest  rates,  the  market 


10.  Martin  Neil  Baily  and  Charlea  L.  Schultie,  "The  Pro- 
ductivity of  Capital  in  a  Period  of  Slower  Growth." 
Brookings  Papers  on  Economic  Activity:  Microeconomus 
1990  (Washington.  D.C.:  Brookings  Institution,  1990). 
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Figure  5-3. 
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SOURCES:        Congressional  Budget  Office;  Department  of 
Commerce,  Bureau  of  Economic  Analysis. 

NOTE;    Shaded  areas  indicate  recessions. 


must  be  convinced  that  the  reduction  in  gov- 
ernment borrowing  will  persist  and  also  that 
it  will  not  be  offset  by  some  other  factor,  such 
as  an  increase  in  inflation. 


value  of  the  dollar  that  occurred  in  the  first 
half  of  the  19808,  when  the  U.S.  government's 
deficit  increased  sharply.  In  the  1980s  the 
dollar's  appreciation  led  to  a  significant  drop 
in  net  exports  and  to  a  substantial  increase  in 
borrowing  fi-om  abroad.  For  the  first  time 
since  the  19th  century,  the  United  States 
became  a  net  debtor  to  the  rest  of  the  world 
(see  Figure  5-3).  Erasing  the  government's 
deficit  would  reverse  some  of  those  changes, 
thereby  improving  net  exports  and  depreciat- 
ing the  dollar. 

How  much  of  the  reduction  in  government 
borrowing  would  go  into  increased  private  in- 
vestment, and  how  much  into  reducing  net 
capital  flows  from  other  countries?  In  a  pre- 
vious study,  using  an  earlier  generation  of 
models,  CBO  estimated  that  between  32  per- 
cent and  47  percent  of  a  deficit  reduction 
would  be  devoted  to  reducing  net  capital  in- 
flows, n  These  results  are  roughly  consistent 
with  the  experience  of  the  1980s.  Taking  into 
account  the  decline  in  private  saving  that  was 
discussed  earlier,  private  investment  might 
increase  by  about  30  percent  of  the  decline  in 
government  borrowing. 


Lower  interest  rates  directly  stimulate  in- 
vestment and  help  bring  about  another  bene- 
fit of  deficit  reduction:  lower  net  capital  flows 
from  other  countries.  Lower  interest  rates  re- 
duce the  dollar  return  on  investments  in  the 
United  States.  Such  investments  will  be  as 
attractive  as  investments  abroad  only  if  dol- 
lars are  cheaper.  Thus,  if  the  deficit  is  re- 
duced, the  value  of  the  dollar  in  relation  to 
other  currencies  will  depreciate  for  several 
years.  The  lower  dollar  will  make  U.S.  exports 
cheaper  in  world  markets  and  raise  the  price 
of  imports,  increasing  exports  and  reducing 
imports.  The  dollar  would  not  stay  indefi- 
nitely at  its  lower  level,  however;  eventually, 
as  the  United  States  reduces  its  net  debt  to  the 
rest  of  the  world,  the  demand  for  dollars  would 
increase  and  the  dollar  would  rise  again. 

The  temporary  dollar  depreciation  that 
would  most  likely  result  from  deficit  reduction 
is  the  exact  counterpart  of  the  increase  in  the 


Implications  of  Deficit 
Reduction  for  Monetary 
Policy 

By  focusing  largely  on  the  long-term  benefits 
of  deficit  reduction,  the  discussion  so  far  has 
avoided  the  issue  of  short-term  costs.  In- 
creased national  saving  diverts  resources  to 
private  investment  and  reduces  borrowing 
from  abroad.  But  investment  and  net  exports 
do  not  generally  increase  immediately  or 
smoothly  to  take  up  these  resources.  Unless 
there  is  some  offsetting  action,  reducing  the 
deficit  would  also  temporarily  dampen  the 
total  demand  for  goods  and  services  in  the 


11.    Congreggional  Budget  Office,  Policiet  for  Reducing  the 
Current- Account  Deficit  (August  1989). 
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economy,  thereby  reducing  production  and 
GDP  below  levels  that  they  might  otherwise 
attain. 

The  Federal  Reserve  is  the  obvious  source  of 
ofTsetting  action.  A  temporary  increase  in 
money  growth,  by  lowering  interest  and  ex- 
change rates,  would  encourage  both  invest- 
ment spending  and  net  exports,  and  given 
enough  advance  notice,  it  could  largely  offset 
any  short-term  weakening  of  the  economy  as 
the  deficit  is  cut.  The  macroeconomic  models 
that  CBO  examined  concur  in  this  general 


result,  though  they  differ  considerably  as  to 
how  much  monetary  stimulus  would  be  neces- 
sary to  avoid  weakening  the  economy  in  the 
short  run  (see  Box  5-2). 

Two  of  the  models  suggest  that  the  stimulus 
required  would  be  manageable,  but  the  other 
two  indicate  that  a  very  large  increment  to 
money  growth  would  be  necessary.  This  dis- 
agreement among  the  models  mirrors  the  un- 
certainties that  the  Federal  Reserve  faces 
when  deciding  whether  and  how  to  undertake 
stimulative  action. 


Box  5-2. 
The  Simulation  Models 


The  Congressional  Budget  OHlce  used  four 
models  for  the  simulation  exercise:  the  Data 
Resources,  Inc.  (DRI)  model  of  the  U.S.  econo- 
my; a  multicountry  model  developed  by  the 
staff  of  Canada's  Department  of  Finance 
(INTERMOD);  the  McKibbin-Sachs  Global 
model  (MSG);  and  the  Washington  University 
Macroeconomic  Model  (WUMM). 

Two  basic  criteria  governed  the  selection  of 
these  models.  First,  each  would  have  to  be  ca- 
pable, in  principle,  of  yielding  long-nm  benefits 
to  deficit  reduction  along  the  lines  of  the 
mainstream  view  described  in  the  text.  In  each 
of  the  models  selected,  output  is  determined, 
over  the  long  nm,  by  the  interaction  of  factor 
supplies,  relative  prices,  and  technological  ad- 
vance. Thus,  the  increase  in  the  capital  stock 
resulting  from  deficit  reduction  will  ultimately 
increase  capacity  output  in  these  models. 

The  second  criterion  is  that,  taken  together, 
the  models  would  have  to  reflect  adequately  the 
diversity  of  opinion  among  economists  concern- 
ing the  short-term  impacts  of  reducing  the  defi- 
cit. The  basic  distinction  here  is  the  extent  to 
which  households  and  businesses  take  a  long 
view  of  deficit  reduction  and  allow  this  view  to 
affect  the  decisions  they  make  over  the  short 
nm. 

Although  each  of  the  models  embodied  some 
form  of  the  "income-expenditure"  framework 


by  which  changes  in  fiscal  (and  monetary)  poli- 
cy affect  short-term  demand,  they  differed  in 
the  extent  to  which  private  saving  is  influenced 
by  income  flows  or  changes  in  wealth.  This  dif- 
ference matters  because  deficit  reduction  will 
tend  to  lower  current  income  by  more  than  it 
lowers  wealth.  At  one  extreme,  the  DRI  model 
assumes,  to  a  greater  degree  than  the  other 
models,  that  private  saving  is  more  sensitive  to 
movements  in  current  disposable  income  than 
wealth.  At  the  other  extreme,  in  the  INTER- 
MOD model,  private  saving  is  almost  com- 
pletely determined  by  wealth,  even  over  the 
short  run. 

Another  key  distinction  in  this  regard 
concerns  the  models'  treatment  of  expectations. 
Of  the  four  models,  only  two  (INTERMOD  and 
MSG)  are  forward-looking.  As  a  result,  only 
these  two  models  can  distinguish  between  poli- 
cies that  are  anticipated  and  those  that  are  not. 
In  addition,  these  models  can  also  distinguish 
between  permanent  and  transitory  policy 
changes  in  a  way  that  the  "backward-looking" 
DRI  and  WUMM  models  can..ot.  In  the 
forward-looking  models,  the  long-term  effects 
of  deficit  reduction  are  transmitted  almost  im- 
mediately to  asset  markets.  As  a  result,  the 
favorable  effects  of  lower  long-term  interest 
rates  and  dollar  depreciation  begin  to  boost 
domestic  investment  and  net  exports  more 
quickly  in  the  INTERMOD  and  MSG  models 
than  they  do  in  the  others. 
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Consequently,  the  Federal  Reserve  may  not 
be  able  to  offset  so  neatly  the  fiscal  restraint 
implicit  in  deficit  reduction.  Indeed,  some 
analysts  believe  that  monetary  policy  is  such  a 
blunt  tool,  and  so  hard  to  handle,  that  it  can  be 
used  effectively  only  to  control  long-term 
inflation  and  the  value  of  money,  l^ 

The  Difficulty  of  Fine-Tuning 
the  Economy  with  Monetary 
Policy 

Three  considerations  make  it  difficult  to  use 
monetary  policy  to  avoid  short-term  oscilla- 
tions in  the  economy.  First,  although  mone- 
tary actions  operate  powerfully  on  the  econo- 
my, they  do  so  only  indirectly  and  with  an 
uncertain  lag,  perhaps  more  than  a  year  (see 
Box  5-3).  Therefore,  it  is  difficult  to  time  poli- 
cy actions  so  that  their  effects  coincide  with 
periods  of  economic  weakness,  let  alone  with 
fiscal  policy  actions.  Moreover,  the  Federal 
Reserve  may  fear  that  deficit  cuts  will  be 
promised  but  not  delivered. 

Second,  the  Federal  Reserve  probably  cam- 
not  maintain  any  desired  degree  of  monetary 
stimulus  or  restraint  very  accurately,  particu- 
larly over  a  period  of  a  year  or  so,  because  it  is 
extraordinarily  difficult  to  disentangle  indica- 
tors of  monetary  policy  actions  from  the  effects 
of  the  economy  on  money  growth  and  interest 
rates. 

And  finally,  there  is  the  fear  of  inflation. 
Some  analysts  believe  that  even  a  temporary 
monetary  policy  action  to  offset  fiscal  restraint 
carries  with  it  a  risk  of  temporarily  higher 
inflation. 


12.    Se«  Allan  H.  Meltzer.  "The  Attack  on  Ceotral  Banka," 
The  Wall  Street  Joumal.Decembei  18. 1992.  p  A-10. 


Although  the  first  two  factors  played  a  large 
role  in  the  recent  recession,  they  would  apply 
with  somewhat  less  force  to  monetary  actions 
taken  to  offset  a  planned,  credible,  and  smooth 
program  of  deficit  reduction.  Obviously,  the 
task  of  anticipating  the  effects  of  a  planned, 
credible  deficit  reduction  is  easier  than  that  of 
responding  after  the  fact  to  all  of  the  other 
factors  that  are  already  affecting  the  economy. 
And  even  if  institutional  changes  in  financial 
markets  continue  to  confuse  indicators  of 
monetary  policy,  it  should  be  easier  to  set  the 
monetary  lever  if  the  fiscal  policy  lever  moves 
predictably  "that  is,  if  deficit  reduction  occurs 
reasonably  smoothly. 

The  third  factor-the  risk  of  temporarily 
higher  inflation-is  not  widely  held  to  be  of 
major  concern,  but  does  worry  some  analysts. 
Most  would  predict  little  or  no  increase  in  in- 
flation as  a  result  of  combined  fiscal  restraint 
and  monetary  stimulus  that  kept  total  de- 
mand below  potential-that  is,  at  roughly  the 
same  level  as  if  neither  policy  change  had  hap- 
pened. Inflation  changes  little  because  it  is 
closely  tied  to  the  level  of  total  demand-or, 
more  precisely,  to  the  difference  between  total 
demand  and  total  supply.  When,  as  in  the  re- 
cent recession,  that  difference  is  large,  infla- 
tion will  fall.  Policies  that,  in  combination, 
have  little  effect  on  the  balance  between  total 
demand  and  supply  would  have  correspond- 
ingly little  effect  on  inflation. 

A  possibility  of  a  temporary  increase  in  in- 
flation arises,  however,  from  the  depreciation 
of  the  dollar  that  would  accompany  this  com- 
bination of  flscal  restraint  and  monetary 
stimulus.  The  lower  dollar  would  raise  import 
prices  and  give  a  small  push  to  the  general 
price  level.  Some  models  predict  significant 
increases  in  prices  (see  Box  5-3).  But  these 
models  employ  unrealistic  assumptions  about 
how  domestic  prices  adjust  to  higher  import 
prices.  In  these  models,  import  prices  have  an 
effect  on  domestic  prices  that  is  out  of  pro- 
portion to  their  approximately  10  percent 
weight  in  the  economy.  This  view  is  not  wide- 
ly shared. 
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Box  5-3. 
How  Long  Does  Monetary  Policy  Work? 


Monetary  policy  cannot  permanently  change 
the  level  of  real  demand.  An  increase  in  the 
nominal  money  stock  beyond  the  amount 
needed  to  support  sustainable  real  growth  will 
eventually  be  matched  by  a  corresponding 
increase  in  prices;  thus,  the  real  money  stock  is 
not  changed  in  the  long  run  by  monetary  policy 
actions,  and  the  real  supply  of  funds  in  the 
credit  market  is  not  changed.  Consequently, 
both  real  interest  rates  and  real  economic 
activity  will  return  to  their  baseline  levels. 

This  view  of  the  long-term  effects  of  mone- 
tary policy  is  widely  accepted,  but  there  is  less 
agreement  over  how  long  monetary  policy  can 
affect  real  gross  domestic  product  (GDP).  If  the 
effectiveness  of  monetary  policy  extends  only  a 
year  or  so  before  prices  catch  up,  the  task  of 
offsetting  a  protracted  fiscal  restraint  may  re- 
quire a  larger  increment  to  the  money  supply 
each  year.  But  if  monetary  policy's  effective- 
ness extends  over  several  years,  only  a  modest 
increment  to  the  money  supply  is  likely  to  be 
necessary. 

The  models  the  Congressional  Budget  Of- 
fice has  examined  exhibit  both  of  these  possi- 
bilities. Two  models-the  Data  Resources,  Inc. 
model  and  the  Washington  University  Macro- 
economic  Model-in  which  prices  are  largely 
determined  by  the  level  of  total  demand  in 
relation  to  its  supply,  predict  that  monetary 
policy  remains  effective  over  a  substantial  peri- 
od. Consequently,  a  moderate  amount  of  addi- 
tional money  growth  is  necessary  to  keep  GDP 


close  to  its  baseline  level  while  the  deficit  is 
being  eliminated. 

Stabilizing  GDP  is  much  more  difficult  ac- 
cording to  the  McKibbin-Sachs  Global  model 
and  Canada's  Department  of  Finance 
INTERMOD  model.  These  models  allow  only  a 
short  period  before  price  increases  (resulting 
from  the  drop  in  the  dollar  and  the  rise  in  im- 
port prices)  undermine  the  effectiveness  of 
monetary  stimulus.  A  simple  policy  of  in- 
creasing money  growth  would  therefore  do 
little  to  avoid  the  short-term  costs  of  deficit  re- 
duction. Since  both  of  these  models  use  for- 
ward-looking expectations,  much  more  compli- 
cated strategies  are  available,  possibly  involv- 
ing large  increases  and  decreases  in  money 
growth  in  successive  years.  If  such  a  strategy 
could  be  followed,  it  could,  according  to  one  of 
these  models,  boost  the  effectiveness  of  mone- 
tary policy  almost  to  the  range  predicted  by 
the  other  models.  But  it  is  implausible  that 
the  Federal  Reserve  would  be  able  to  calcu- 
late, or  would  be  willing  to  follow,  the  large 
annual  swings  in  money  growth  that  this  poli- 
cy would  imply. 

Most  analysts  accept  the  general  principle 
that  monetary  policy  cannot  permanently  af- 
fect real  output,  but  believe  nevertheless  that 
monetary  policy  could  help  offset  the  effects  of 
short-term  deficit  reductions  on  the  level  of 
real  GDP.  But  the  range  of  results  from  the 
different  models  illustrates  that  this  is  not  a 
settled  question,  and  the  analytic  uncertain- 
ties that  the  models  imply  could  deter  action 
by  the  Federal  Reserve. 


What  Would  Happen  If  the 
Federal  Reserve  Did  Not 
Adopt  a  More  Stimulative 
Monetary  Policy? 

Closing  out  the  deficit  without  an  additional, 
ofTsetting  monetary  stimulus  risks  weakening 
total  demand  in  the  short  run.  The  weakening 
would  probably  be  moderate,  provided  that 
the  actions  taken  to  erase  the  deficit  were  not 
concentrated  in  a  couple  of  years. 


According  to  the  models  CBO  examined, 
erasing  the  deficit  over  the  five-year  period 
between  1994  and  1998  with  smooth  policy 
changes  but  without  monetary  offset  would 
reduce  the  short-term  growth  of  the  economy, 
on  average,  by  around  0.5  percent  a  year,  for  a 
period  of  between  three  and  five  years.  The 
short-term  impact  on  growth  rates  would  be 
somewhat  less,  although  it  would  last  longer, 
if  the  deficit  were  erased  over  10  years  rather 
than  five.  The  forecast  described  in  Chapter  1, 
which  does  not  reflect  any  reduction  of  the 
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deficit  beyond  what  is  already  in  the  Budget 
Enforcement  Act,  calls  for  overall  growth  of  a 
little  below  3  percent  for  the  next  five  years. 
Thus,  even  without  monetary  offset,  erasing 
the  deficit  over  a  reasonable  period  of  five  to 
10  years  need  not,  on  its  own,  tip  the  economy 
into  recession. 

The  consequences  of  slower  growth  for  the 
labor  market,  however,  are  not  so  benign. 
Growth  that  is  0.5  percent  lower  than  CBO's 
baseline  projection  would  be  barely  sufficient 
to  put  the  unemployment  rate  on  a  downward 
trend.  Thus,  embarking  on  a  course  that 
would  eliminate  the  deficit,  without  coopera- 
tion from  the  Federal  Reserve,  would  risk 
holding  the  unemployment  rate  above  6  per- 
cent for  several  more  years. 


How  Much  Does 
CredibUity  Matter? 

Financial  markets  are  now  convinced  that 
federal  deficits  will  not  quickly  be  brought 
under  control,  and  that  conviction  contributes 
to  the  high  level  of  long-term  interest  rates  in 
relation  to  recent  forecasts  of  inflation  by  CBO 
and  others.  Eliminating  the  deficit  will  pre- 
sumably reduce  long-term  rates,  but  it  would 
be  better  for  long-term  rates  to  come  down 
earlier,  in  expectation  of  the  deficit  reduc- 
tions, rather  than  wait  until  they  have  actu- 
ally occurred.  Without  a  credible  plan  to  low- 
er the  deficit,  long-term  rates  will  not  fall. 

Achieving  credibility  in  a  plan  to  reduce  the 
deficit  will  be  difficult,  given  the  history  of 
failed  attempts  during  the  last  eight  years. 
Even  the  most  successful  of  these-the  Omni- 
bus Budget  Reconciliation  Act  and  the  Budget 
Enforcement  Act  of  1990,  which  succeeded  in 
sharply  reducing  the  deficit  below  what  it 
would  have  been  otherwise-are  not  widely 
perceived  as  a  success.  Their  successes  were 
obscured  by  the  recession-related  growth  of 
the  deficit  and  by  the  rapid,  uncontrolled 
growth  in  federal  health  costs. 


Failure  to  achieve  credibility  in  a  deficit  re- 
duction plan  could  sharply  increase  the  diffi- 
culties faced  by  the  Federal  Reserve  in  manag- 
ing the  economy.  If  each  year's  reduction  in 
the  deficit  comes  as  a  surprise  to  the  financial 
markets  rather  than  as  a  part  of  a  well-anti- 
cipated multiyear  program,  long-term  interest 
rates  would  fall  much  more  slowly  and  in- 
vestors would  be  less  willing  to  commit 
themselves  to  long-term  capital  projects.  As  a 
result,  the  Federal  Reserve  might  have  to  take 
much  more  vigorous  action  to  avoid  a  short- 
term  dip  in  the  economy.  Such  a  jump  in 
money  growth  could  well  raise  fears  of  in- 
flation so  much  that  the  Federal  Reserve 
would  be  dissuaded  from  taking  strong  action. 

How  can  policymakers  maximize  the  credi- 
bility of  deficit  reduction?  That  is  a  question 
for  the  art  of  politics  rather  than  that  of  econo- 
mics. But  some  factors  are  likely  to  be  im- 
portant: 

o  Making  decisions  early,  and  enacting 
them  into  law,  is  likely  to  enhance 
credibility.  This  injunction  is  straight- 
forward in  the  case  of  taxes  and  en- 
titlements, each  of  which  is  driven  by 
law.  But  for  spending  that  is  deter- 
mined by  annual  appropriations,  a 
series  of  legislated  and  enforceable 
caps  such  as  those  put  in  place  in  1990 
by  the  Budget  Enforcement  Act  would 
probably  be  needed. 

0  Starting  the  deficit  reduction  soon,  and 
not  delaying  the  toughest  sacrifices  un- 
til 1997  or  1998,  would  avoid  concern 
that  the  decisions  would  never  be 
taken. 


Conclusion 

Reducing  the  U.S.  budget  deficit  could  sig- 
nificantly brighten  the  nation's  economic  fu- 
ture, boost  the  productivity  of  its  workers,  and 
raise  their  real  wages.  Failing  to  act  could 
leave  the  nation's  children  and  grandchildren 
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with  a  disappointing  growth  in  the  economic 
base  and  in  their  economic  prospects. 

The  source  of  these  benefits  is  a  switch  from 
fiscal  policies  that  emphasize  consumption  to 
policies  that  focus  on  investment.  As  this 
chapter  has  indicated,  reducing  the  deficit  is  a 
direct  way  to  stimulate  private  investment 
and  reduce  debt  to  other  countries.  Higher 
levels  of  public  investment  could,  in  principle, 
raise  future  living  standards  as  well,  although 
research  shows  that,  in  practice,  these  invest- 
ments must  be  chosen  wisely  in  order  to  be 
effective. 

Deficit  reduction  could  bring  some  short- 
run  economic  losses,  but  they  probably  would 
not  be  large.  CBO  finds  that  deficit  reduc- 
tion—if carried  out  over  a  five-year  period-is 
unlikely  to  push  the  economy  back  into  reces- 
sion. Furthermore,  policymakers  could  mini- 


mize these  short-run  costs  by  passing  a 
multiyear -and  credible-plan  to  reduce  the 
deficit.  The  Federal  Reserve  could  offset  all  of 
the  contractive  effects  of  tighter  fiscal  policy 
with  more  stimulative  monetary  policy,  al- 
though concerns  about  inflation  could  make 
the  Federal  Reserve  hesitant  about  providing 
a  complete  offset. 

The  most  serious  problem  facing  policy- 
makers is  not  how  to  avoid  short-term  eco- 
nomic losses  from  deficit  reduction.  The  real 
challenge  is  deciding  what  popular  spending 
programs  to  cut  and  which  unpopular  taxes  to 
raise.  Moreover,  the  budget  numbers  suggest 
that  this  task  will  be  extremely  unpleasant 
(see  Chapter  2).  Ultimately,  the  decision  to 
reduce  the  deficit  involves  a  judgment  about 
the  allocation  of  resources  between  current 
and  future  generations-and  the  legacy  that 
the  current  generation  wishes  to  leave  behind. 
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Chapter  Six 


The  Budget  Process 
and  Deficit  Reduction 


Some  people  believe  that  the  budget  pro- 
cess ia  merely  the  stuff  of  budget  in- 
siders and  not  terribly  important  to 
deficit  reduction.  Others  believe  that  an  ap- 
propriate budget  process  is  all  that  is  needed 
to  eliminate  the  deficit.  A  review  of  recent 
history  suggests  that  although  budget  proce- 
dures are  not  substitutes  for  policy  actions  to 
address  the  deficit  (nor  are  they  sufficient  to 
force  such  actions),  they  can  stiffen  the  re- 
solve of  policymakers  and  provide  a  certain 
amount  of  political  protection  for  those  who 
must  make  difficult  decisions.  For  this  rea- 
son, the  budget  process  has  an  important, 
though  limited,  role  in  any  effort  to  reduce  the 
deficit.  Even  though  no  one  should  expect  any 
process  to  accomplish  miracles,  appropriately 
designed  procedures  can  make  compliance 
with  deficit-limiting  actions  more  likely. 

The  term  budget  process  here  refers  broadly 
to  all  of  the  rules  and  procedures  that  affect 
the  level  of  federal  spending  and  taxes.  The 
term  encompasses  two  different  categories  of 
rules  and  procedures,  although  the  categories 
have  some  overlap.  One  category  might  be 
considered  the  traditional  category.  It  in- 
cludes rules  and  procedures,  such  as  those 
established  by  the  Budget  and  Accounting  Act 
of  1921  and  the  Congressional  Budget  Act  of 
1974  (the  Budget  Act),  that  guide  the  formula- 
tion and  consideration  of  the  federal  budget 
but  do  not  impose  any  restrictions  on  budget 
outcomes.  The  second  category  includes  rules 
and  procedures  that  are  intended  to  ensure 
some  predetermined  outcome-a  balanced  bud- 
get or  a  budget  that  complies  with  some  previ- 


ously agreed-to  budgetary  decisions.  Such 
outcome-oriented  rules  and  procedures  have 
been  put  in  place  by  the  Balanced  Budget  and 
Emergency  Deficit  Control  Act  of  1985  (popu- 
larly known  as  Gramm-Rudman-Hollinga) 
and  the  Budget  Enforcement  Act  of  1990 
(BEA). 

Although  reforms  such  as  the  Budget  and 
Accounting  Act  and  the  Budget  Act  have 
certainly  improved  the  information  available 
to  decisionmakers  and  rationalized  the  deci- 
sionmaking process,  they  did  not  prevent  the 
occurrence  of  unprecedented  peacetime  defi- 
cits in  the  19808  and  the  early  1990s.  These 
deficits  led  to  experimenting  with  the  category 
of  outcome-oriented  budget  procedures  and  to 
a  raft  of  proposals  for  additional  procedures  of 
this  sort.  This  chapter  focuses  on  whether  and 
how  such  procedures  are  likely  to  aid  in  reduc- 
ing the  deficit. 

Recent  history  indicates  that  the  best  recipe 
for  deficit  reduction  is  to  couple  enacting  long- 
term  deficit  reduction  (as  opposed  to  enacting 
promises  of  future  actions)  with  a  process  to 
enforce  that  reduction.  This  formula  was  fol- 
lowed by  the  architects  of  the  1990  budget 
agreement,  which  led  to  deficit  reduction 
legislation  and  the  BEA.  The  best  approach  to 
additional  deficit  reduction  is  to  build  on  this 
model  by  deciding  on  specific  policies  to  reduce 
the  deficit  and  providing  a  budget  process  to 
enforce  this  tigreement. 

The  Congressional  Budget  Office's  volume 
Reducing  the  Deficit:  Spending  and  Revenue 
Options,  which  will  be  published  in  February 


30 


84    THE  ECONOMIC  AND  BUDGET  OUTLOOK 


January  1993 


1993,  contains  specific  policy  options  that 
could  be  included  in  a  multiyear  deficit  reduc- 
tion package.  This  chapter  discusses  the  is- 
sues that  policymakers  must  address  when  de- 
vising an  appropriate  process  to  enforce  deficit 
reduction.  A  review  of  budgetary  decision- 
making and  outcomes  under  both  Gramm- 
Rudman-Hollings  and  the  BEA  yields  lessons 
to  guide  those  who  would  revamp  the  budget 
process.  CBO  applies  these  lessons  in  conclud- 
ing that  extension,  perhaps  with  some  modifi- 
cation, of  the  current  BEA  procedures,  coupled 
with  enactment  of  a  long-term  deficit  reduc- 
tion aackage,  offers  the  best  chance  of  signifi- 
cantly reducing  the  deficit  in  the  next  few 
years. 


Gramm-Rudman- 
HoUings  and  the  Budget 
Enforcement  Act 

Frustration  with  large  deficits  led  to  the  en- 
actment in  1985  of  Gramm-Rudman-Hollings, 
which  grafted  additional  rules  on  top  of  exist- 
ing budget  procedures.  The  act  established 
fixed  annual  deficit  targets  that  declined  each 
year,  and  required  a  balanced  budget  in  1991. 
It  also  established  a  mechanism  intended  to 
ensure  that  the  targets  were  not  exceeded;  if 
the  estimated  deficit  at  the  beginning  of  a  fis- 
cal year  exceeded  the  target  for  the  year,  auto- 
matic across-the-board  cuts  in  spending  for 
most  discretionary  and  some  mandatory  pro- 
grams (called  a  sequestration)  would  reduce 
the  deficit  to  the  targeted  amount.  The  tar- 
gets were  amended  in  1987,  and  the  goal  of  a 
balanced  budget  was  pushed  back  to  1993. 

Although  Gramm-Rudman-Hollings  may 
have  held  the  deficits  below  what  they  would 
otherwise  have  been,  it  clearly  did  not  lower 
the  deficit  to  anywhere  close  to  the  targeted 
level.  The  original  deficit  target  for  1990,  the 
last  year  the  Gramm-Rudman-Hollings  pro- 
cedures were  fully  in  place,  was  $36  billion. 
The  revised  1990  target,  established  in  1987, 


was  $100  billion.    The  actual  deficit  for  that 
year  was  $221  billion. 

In  1990,  the  Gramm-Rudman-Hollings  pro- 
cedures were  largely  replaced  by  the  BEA, 
which  resulted  from  the  budget  agreement 
adopted  that  year.  Enacted  in  conjunction 
with  a  legislative  package  that  provided  defi- 
cit reduction  of  almost  $500  billion  over  five 
years,  the  BEA  set  up  separate  enforcement 
mechanisms  for  discretionary  spending  and 
for  mandatory  spending  and  revenue  actions. 
These  mechanisms--a  limitation  on  discre- 
tionary spending  and  a  pay-as-you-go  require- 
ment for  mandatory  spending  and  revenues-- 
replaced  the  previous  focus  on  fixed  deficit 
targets  with  a  concentration  on  limiting  legis- 
lative actions  that  would  increase  the  deficit. 
In  general,  the  process  the  BEA  established 
has  been  successful  in  preserving  the  deficit 
reductions  enacted  in  1990,  even  though  other 
factors  have  caused  a  substantial  increase  in 
the  projected  deficits  since  then. 

The  first  BEA  enforcement  mechanism 
limits  discretionary  spending-spending  that 
is  provided  in  annual  appropriation  acts.  For 
fiscal  years  1991  through  1993,  annual  appro- 
priation and  outlay  ceilings  were  established 
for  each  of  three  categories  of  discretionary 
spending-defense,  international,  and  domes- 
tic. For  the  two  years  after  1993,  budget 
authority  and  outlay  caps  exist  only  for  the 
total  of  discretionary  spending.  Any  violation 
of  the  spending  caps  is  enforced  through  a 
sequestration  of  discretionary  spending-in 
the  category  in  which  the  violation  occurs 
through  1993,  and  in  total  discretionary 
spending  in  1994  and  1995. 

The  BEA's  second  major  enforcement  mech- 
anism is  the  pay-as-you-go  (PAYGO)  process 
that  applies  to  mandatory  spending  and  reve- 
nues, which  are  both  controlled  by  permanent 
law  (or  at  least  laws  that  do  not  require  an- 
nual renewal).  Mandatory  spending,  such  as 
that  for  Medicare  and  fjirm  price  support  pro- 
grams, is  determined  by  laws  establishing  eli- 
gibility rules,  benefit  rates,  or  other  provisions 
that  require  the  federal  government  to  make 


31 


CHAPTER  SIX 


THE  BUDGET  PROCESS  AND  DEFICIT  REDUCTION    85 


Box  6-1. 
Changes  in  the  Deficit  Outlook  Since  the  Budget  Agreement 


Shortly  after  enactment  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990  (OBRA-90),  which  put  in 
place  deficit  reduction  agreed  to  by  the  President 
and  the  Congress  that  year,  the  Congressional  Bud- 
get OfTice  estimated  that  budget  deficits  would  be  re- 
duced by  nearly  $500  billion  over  the  1991-1995 
period,  with  the  deficit  down  to  829  billion  in  1995 
CBO  currently  estimates  that  the  deficit  in  1995  will 
be  $284  billion  isee  table  below).  What  has  hap- 
pened to  cause  such  a  dramatic  reestimate  in  the 
deficit? 

Perhaps  as  important  as  what  has  happened  is 
what  has  not  happened  First,  the  reduction  in  the 
deficit  resulting  from  OBRA-90  has  not  been  dra- 
matically less  than  was  estimated  two  years  ago  If 
the  changes  in  spending  and  taxes  agreed  to  in  1990 
had  never  happened,  the  deficits  in  1991  through 
1995  would  be  close  to  $500  billion  higher  than 
current  estimates.  Second,  legislation  enacted  since 
1990  has  not  significantly  increased  deficits.  In  fact, 
legislated  policy  changes  account  for  only  $2  billion 


of  the  estimated  $255  billion  increase  in  the  pro- 
jected 1995  deficit. 

What  hEis  happened  is  that  factors  beyond  the 
direct  control  of  the  President  or  the  Congress  have 
reduced  revenues  and  increased  spending  for  entitle- 
ments and  other  mandatory  programs.  Revenues 
are  lower  because  real  economic  growth  was  slower 
than  anticipated.  Lower  inflation  has  also  pushed 
down  revenues,  but  this  effect  on  the  deficit  is  ap- 
proximately offset  by  lower  automatic  cost-of-living 
adjustments  in  benefit  programs,  which  are  tied  to 
inflation.  Other  expenditures  in  major  benefit  pro- 
grams are  up,  largely  because  of  dramatic  increases 
in  Medicare  and  Medicaid  spending  caused  by  a 
number  of  technical  factors.  Although  the  esti- 
mated overall  costs  of  closing  ailing  thrifts  and 
banks  has  not  increased  since  1990,  delays  in  fund- 
ing thrift  resolutions  has  increased  the  estimated 
1995  cost.  Finally,  net  interest  costs  in  1995  are 
higher  because  of  increased  deficits  in  1991  through 
1995,  although  lower  interest  rates  partially  oflset 
this  increase. 


Changes  in  CBO  Deficit  Projections  Since  the  1990  Budget  Summit 
(By  fiscal  year,  in  billions  of  dollars) 


1991 


1992 


1993 


1994 


1995 


December  1990  Projection 

Policy  Changes 
Revenues 
Outlayj 

Desert  Storm  spending^ 
Desert  Storm  contributions 
Other 

Subtotal 
Defkit 

Economic  Changes 
Revenues 
Outlays 
Deficit 

Technical  Changes 

Revenues 

Outlays 

Deposit  insurance^ 
Medicaid  and  Medicare 
Other  major  benefit  programs 
Debt  service 
Other 

Subtotal 

Deficit 

Total 
Current  Projection 


253 


262 


170 


56 


29 


23 

13 

10 

2 

1 

-43 

-5 

0 

0 

0 

1 
-19 

7 
15 

4 
14 

2 
4 

1 
2 

-19 

13 

9 

4 

2 

-31 

■58 

-78 

-90 

-102 

1 

-9 

-31 

-38 

-34 

32 

49 

47 

52 

68 

-24 

-38 

-42 

-38 

-36 

-28 

-108 

-28 

51 

37 

7 

19 

32 

45 

60 

8 

18 

24 

24 

25 

-1 

-2 

a 

8 

18 

-21 

1 
-71 

13 
42 

140 

8 
148 

3 

-34 

34 

179 

185 

16 

28 

140 

235 

255 

270 

290 

310 

291 

284 

SOURCE:        Congressional  Budget  Office. 

NOTE:    The  December  1990  projections  appeared  in  Congressional  Budget  Office.  "The  1990  Budget  Agreement:    An  Interim 
Assessment."  CBO  Paper  (December  1990). 

a.  Less  than  $500  million. 

b.  Estimated;  Desert  Storm  outlays  are  not  segregated  from  other  defense  outlays. 

c      Excludes  changes  in  estimated  interest  paid  by  two  deposit  insurance  agencies  (the  Resolution  Trust  Corporation  and  the 
Bank  Irtsurance  Fund)  to  the  Treasury.  These  payments  are  intrabudgetary  and  do  not  affect  the  deficit. 
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expenditures.    Revenues  are  determined  by 
the  tax  rates  and  tax  rules  set  forth  in  laws. 

The  PAYGO  rules  require  that  the  net  ef- 
fect of  legislative  actions  taken  since  1990 
that  affect  mandatory  spending  and  revenues 
in  the  1991-1995  period  must  not  increase  the 
combined  deficit  of  the  current  and  next  fiscal 
year.  If  this  condition  is  not  met,  the  PAYGO 
discipline  ia  enforced  throi.>gh  a  separate  se- 
questration of  the  resources  available  to  man- 
datory programs  other  than  those  the  BEA 
specifically  exempts  from  sequestration. 

Deficit  targets,  though  they  still  exist,  play 
no  role  under  the  BEA  through  1993. 
Through  that  year,  the  President  must  adjust 
them  for  changes  in  economic  and  technical 
assumptions  and  conceptual  revisions.  (The 
President  has  the  option  to  make  similar  ad- 
justments for  1994  and  1995.)  As  long  as  the 
targets  are  fully  adjusted,  the  deficit  estimate 
may  increase  substantially-because  of  a  de- 
teriorating economy,  for  example-and  no  ac- 
tion would  be  mandated  to  offset  the  bleaker 
deficit  outlook. 

The  BEA  has  been  generally  successful  in 
its  first  two  years  in  enforcing  the  deficit  re- 
duction actions  that  resulted  from  the  1990 
budget  agreement.  The  discretionary  spend- 
ing caps  are  holding;  the  appropriations  com- 
mittees and  the  Congress  lived  within  their 
limits  for  1991  and  1992  and  actually  reduced 
spending  to  a  level  below  the  caps  in  1993. 
The  pay-as-you-go  process  has  discouraged 
major  efforts  to  increase  entitlement  spending 
or  cut  taxes  or  both. 

Nonetheless,  the  deficit  has  not  come  down 
since  the  BEA  was  enacted.  It  is  higher  now 
than  it  was  before  the  passage  of  that  law,  and 
CBO  projects  that  the  long-term  deficit  prob- 
lem will  worsen  without  further  policy  actions 
(see  Chapter  2). 

But  the  deficit's  failure  to  come  down  can- 
not be  laid  at  the  feet  of  the  BEA.  When  en- 
acting the  BEA,  policjrmakers  believed  that 
the  budget  summit  agreement  would  lower 
the  deficit  substantially;  the  BEA  included  no 


requirement  for  additional  deficit  reduction  if 
this  expectation  was  not  met.  The  factors  that 
have  led  to  an  increase  in  the  projected  deficit 
since  1990  have  largely  to  do  with  the  deteri- 
oration of  the  economy  and  technical  reesti- 
mates  of  revenues  and  spending,  especially  for 
Medicare  and  Medicaid  (see  Box  6-1).  That 
virtually  none  of  the  change  in  the  deficit  out- 
look results  from  policies  enacted  since  the 
BEA  is  a  testament  to  the  act's  success  in  en- 
forcing the  budget  agreement. 


Lessons  Learned 

The  past  seven  years  have  provided  an  ex- 
periment in  the  efficacy  of  two  very  different 
approaches  to  using  the  budget  process  to  re- 
duce the  deficit.  Although  neither  Gramm- 
Rudman-Hollings  nor  the  Budget  Enforce- 
ment Act  has  resulted  in  the  hoped-for  deficit 
reduction,  several  lessons  emerge  from  the  ac- 
tual results  under  each  regime. 

0  First,  budget  procedures  are  much  bet- 
ter at  enforcing  deficit  reduction  agree- 
ments than  at  forcing  such  agreements 
to  be  reached. 

0  Second,  participants  in  the  budget  pro- 
cess should  be  held  accountable  for  re- 
sults that  are  under  their  direct  control. 

o  Third,  the  enforcement  process  must  be 
credible. 

o  Fourth,  the  process  must  include  a  cer- 
tain amount  of  flexibility  to  allow  rea- 
sonable responses  to  unexpected  events. 


Enforcing  Agreements  Instead 
of  Forcing  Agreements 

Gramm-Rudman-Hollings  was  enacted  be- 
cause the  President  and  the  Congress  could 
not  agree  on  policies  that  would  reduce  long- 
term  deficits.    Policjrmakers  hoped  that  the 
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specter  of  sequestration  would  force  the  Presi- 
dent and  the  Congress  to  negotiate  and  agree 
to  meaningful  deficit  reduction  measures.  But 
agreement  could  not  be  reached  on  enough 
real,  permanent  deficit  reduction  to  lower  the 
deficit  to  the  statutory  level.  Instead,  the 
legal  requirement  to  meet  the  targets  was 
satisfied  by  using  overly  optimistic  economic 
assumptions  and  outright  budget  gimmickry, 
such  as  shifting  military  pay  dates  between 
fiscal  years  and  moving  costly  spending  off- 
budget 

The  experience  under  Gramm-Rudman- 
Hollings  demonstrated  that  if  the  President 
and  the  Congress  are  unwilling  to  agree  on  a 
painful  deficit  reduction  package,  it  is  un- 
likely that  any  budget  procedure  can  force 
them  to  agree.  Instead,  budgetary  leger- 
demain is  likely  to  used  to  meet  the  letter  of 
the  law,  and  the  hard  decisions  that  would 
achieve  real,  permanent  deficit  reduction  will 
still  be  avoided.  Any  budget  procedure  that 
establishes  fixed  deficit  targets  represents  an 
attempt  to  force  future  agreements  and  is  sub- 
ject to  this  problem.  A  constitutional  amend- 
ment requiring  a  balanced  budget,  a  particu- 
larly prominent  proposed  means  of  establish- 
ing fixed  deficit  targets,  would  be  no  exception 
(see  Box  6-2).  A  process  that  sets  fixed 
amounts  of  deficit  reduction  to  be  achieved  in 
coming  years  is  also  an  attempt  to  force  future 
actions  and  is  likely  to  be  less  effective  than  a 
system  that  enforces  reductions  that  have  al- 
ready been  put  in  place.  At  least  in  the  case  of 
fixed  reduction  targets,  however,  the  magni- 
tude of  the  required  future  changes  can  be  set 
at  a  reasonable  level  that  is  not  subject  to 
huge  increases  resulting  from  changes  in  the 
economy  and  technical  factors. 

Conversely,  if  the  President  and  the  Con- 
gress agree  on  and  enact  a  painful  package  of 
spending  cuts  and  tax  increases  to  reduce  the 
deficit,  budget  procedures  that  highlight  and 
penalize  deviations  from  that  agreement  can 
be  effective.  The  procedures  succeed  in  part 
because  the  participants  in  the  agreement 
have  an  incentive  to  stick  to  the  original 
terms,  but  this  success  also  reflects  the  fact 
that  it  is  far  easier  to  block  legislation  than  to 


Box  6-2. 

Would  a  Balanced  Budget  Amendment 

Reduce  the  Deficit? 


The  limitations  of  Hzed  deficit  targets  repreaent 
one  of  the  biggest  problems  inherent  in  adopting 
one  of  the  most  popular  proposed  changes  in  the 
budget  process-an  amendment  to  the  Constitution 
that  would  require  a  balanced  budget.  A  balanced 
budget  amendment  sets  a  target  for  the  size  of  the 
deficit,  but  does  not  specify  either  the  policy  ac- 
tions that  are  necessary  to  reach  the  target  or  a 
proc:ss  for  enforcing  those  actions.  As  was  so 
clearly  demonstrated  under  Gramm-Rudman- 
Hollings,  it  is  impossible  to  build  a  process  around 
the  achievement  of  an  annual  deficit  target 
without  creating  incentives  to  engage  in  short- 
term  fixes  and  gimmick   in  response. 

A  balanced  budget  amendment  would  lead  to 
several  problems.  First,  there  is  no  consensus  on 
what  the  budget  to  be  balanced  under  such  a  strict 
rule  should  include,  or  on  how  to  measure  con- 
formity with  the  balanced  budget  rule.  Further,  a 
balanced  budget  amendment  lacks  credibility 
because  it  interferes  with  the  ability  of  the  federal 
government  to  combat  recessions  through  auto- 
matic stabilizers  or  discretionary  fiscal  policy. 
Most  important,  a  balanced  budget  rule  offers  too 
many  opportunities  to  evade  its  requirements. 
The  President  and  the  Congress  could  get  around 
an  apparently  rigid  balanced  budget  constraint  by 
using  timing  mechanisms  and  other  budgetary 
gimmicks  to  achieve  short-run  budget  targets;  bas- 
ing the  budget  on  overly  optimistic  economic  as- 
sumptions; creating  off-budget  agencies  that 
would  have  authority  to  borrow  and  to  spend  but 
whose  transactions  would  not  be  directly  recorded 
in  the  budget;  and  passing  costly  spending  on  to 
states  and  local  governments  (through  mandates) 
or  private  businesses  (through  regulations). 

A  balanced  budget  amendment,  if  it  were  to 
work,  would  need  to  be  accompanied  by  legislation 
that  specified  particular  actions  to  reduce  the 
deficit  and  how  they  would  be  enforced.  The  deficit 
cannot  be  brought  down  without  making  these 
painful  decisions  to  cut  specific  programs  and  raise 
particular  taxes.  The  balanced  budget  amendment 
is  not  a  substitute  for  such  a  balanced  budget  plan. 
Even  if  the  amendment  were  passed  and  ratified 
by  the  necessary  three-fourths  of  the  states, 
therefore,  the  hard  work  would  remain  to  be  done. 


enact  it.  The  parliamentary  impediments 
(such  as  filibusters  in  the  Senate,  the  need  to 
muster  majorities  in  numerous  committees 
and  at  various  stages  of  the  legislative  pro- 
cess, or  the  two-thirds  majority  in  each  House 
required  to  override  a  Presidential  veto) 
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that  make  enacting  deficit  reduction,  or  any 
controversial  legislation,  so  difTicult  also  work 
against  reversing  deficit  reduction  legislation 
once  it  is  in  place. 


The  durability  of  enacted  deficit  reductions 
was  demonstrated  by  the  defeat  of  several  at- 
tempts in  1992  to  tear  down  the  walls  between 
the  defense  and  domestic  discretionary  spend- 
ing categories  and  use  defense  savings  to  fund 
domestic  programs  at  ?.  level  above  the  domes- 
tic cap.  Given  the  demand  for  additional  do- 
mestic spending  and  the  political  climate  at 
the  time,  establishing  de  novo  a  domestic 
spending  cap  at  the  level  of  the  BEA  cap 
almost  certainly  would  have  been  impossible 
in  1992.  It  was  possible,  however,  to  block  ef- 
forts that  would  have  revised  the  previously 
agreed-upon  BEA  cap  to  allow  more  domestic 
spending. 


Promoting  Accountability 

One  of  the  problems  with  Gramm-Rudman- 
Hollings  was  that  the  fixed  deficit  targets 
made  it  virtually  impossible  to  identify  any 
budget  participants  who  were  responsible  if 
the  deficit  was  estimated  to  exceed  the  target. 
Any  excess  was  the  result  of  numerous  factors, 
including  ones  not  directly  under  the  control 
of  any  budget  participant,  such  as  slower- 
than-expected  economic  growth.  The  inability 
to  assign  responsibility  for  the  excess  made  it 
more  difficult  to  reach  agreement  on  how  to 
eliminate  it. 

In  addition,  if  efforts  to  cut  the  deficit  were 
only  partially  successful  and  a  sequestration 
did  occur,  it  would  apply  to  all  programs  that 
were  not  specifically  exempt  from  all  seques- 
trations, whether  or  not  those  programs  had 
already  been  cut  in  the  effort  to  reach  the  tar- 
get. Polic5rmakers,  therefore,  were  more  hesi- 
tant than  usual  to  volunteer  cuts  for  a  deficit 
reduction  package.  Furthermore,  because 
many  programs  were  exempt  from  sequestra- 
tion, advocates  of  those  programs  were  free  to 
try  to  increase  spending  in  those  programs  or 


defend  them  from  cuts  without  worrying  about 
whether  their  actions  would  trigger  a 
sequestration. 

The  BEA  makes  it  easy  to  identify  those  re- 
sponsible for  deviations  from  the  budget 
agreement,  and  it  applies  the  sequestration 
more  precisely  than  Gramm-Rudman- 
Hollings.  If  discretionary  spending  exceeds 
the  cap,  legislation  within  the  jurisdiction  of 
the  appropriations  committees  is  clearly  re- 
sponsible, and  any  resulting  sequestration  ap- 
plies only  to  the  discretionary  spending  within 
the  relevant  category  (or  to  all  discretionary 
spending  in  1994  and  1995).  If  the  PAYGO 
scorecard  shows  a  net  deficit  increase,  those 
who  supported  legislation  that  increased  man- 
datory spending  or  reduced  revenues  are 
clearly  responsible;  any  sequestration  that 
does  occur  applies  only  to  mandatory  spend- 
ing. Because  the  two  committees  that  write 
tax  legislation-the  House  Ways  and  Means 
Committee  and  the  Senate  Committee  on  Fi- 
nance-also have  jurisdiction  over  programs 
that  represent  a  very  large  share  of  manda- 
tory spending,  the  responsibility  for  avoiding 
net  PAYGO  deficit  increases  is  more  concen- 
trated than  is  at  first  apparent. 

As  a  result  of  the  clear  connection  between 
legislation  and  a  sequestration,  PAYGO  legis- 
lation that  increases  the  deficit  is  the  subject 
of  intense  scrutiny.  The  first  question  asked  of 
anyone  proposing  an  increase  in  mandatory 
spending  or  a  cut  in  taxes  since  the  BEA  is 
almost  always  "How  are  you  going  to  pay  for 
it?"  No  PAYGO  sequestration  has  yet  been 
triggered,  because  any  enacted  deficit  in- 
creases have  been  offset,  at  least  according  to 
OMB's  estimates,  by  measures  that  reduce  the 
deficit. 


Maintaining  Credibility 

Gramm-Rudman-Hollings  lacked  credibility 
because  it  promised  results  that  were  virtu- 
ally impossible  to  achieve,  and  it  invited  eva- 
sion through  phony  estimates  and  budgetary 
gimmicks. 
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Reaching  the  original  deficit  targets  or  the 
revised  targets  established  in  1987  might 
have  seemed  possible,  though  ambitious, 
when  the  targets  were  established.  As  the 
performance  of  the  economy  fell  below  expec- 
tations and  the  costs  of  programs  such  as 
Medicaid  and  Medicare  increased  above  pro- 
jections, however,  it  became  clear  that  there 
was  virtually  no  way  to  reach  the  targets. 

For  example,  in  October  1990,  the  Office  of 
Management  and  Budget  (0MB)  estimated 
that  a  sequestration  of  $83  billion  would  have 
been  necessary  to  meet  the  Gramm-Rudman- 
Hollings  target  of  $64  billion  in  fiscal  year 
1991.  According  to  0MB,  a  sequestration  of 
$83  billion  would  have  cut  spending  for  each 
nonpersonnel  defense  account  by  35  percent 
and  each  nonexempt  domestic  account  by  32 
percent.  The  President  and  the  Congress 
clearly  could  not  allow  a  sequestration  of  that 
size  to  take  effect;  therefore,  neither  the  deficit 
target  nor  the  supposedly  automatic  enforce- 
ment was  credible. 

The  credibility  of  Gramm-Rudman-Hollings 
also  suffered  because  cf  the  overly  optimistic 
economic  and  technical  estimates  and  the  bud- 
getary gimmicks  it  encouraged.  Rosy  sce- 
narios are  almost  inevitable  in  any  system 
that  focuses  on  meeting  fued  deficit  targets. 
The  effects  of  changes  in  economic  and  tech- 
nical assumptions  on  the  deficit  can  easily 
dwarf  the  effiects  of  proposed  policy  changes. 
Making  the  forecast  of  economic  growth  a 
little  more  optimistic  is  more  palatable  than 
including  in  the  budget  a  deeper  cut  in  a  popu- 
lar entitlement  program  or  a  tax  increase. 
Also,  any  system  that  focuses  enforcement  on 
one  year  at  a  time,  as  Gramm-Rudman- 
Hollings  did,  invites  schemes  that  produce 
apparent  deficit  savings  in  the  target  year 
while  increasing  deficits  in  other  years. 

The  BEA  is  more  credible  than  Gramm- 
Rudman-Hollings  because  it  promises  only  to 
prevent  legislative  changes  that  would 
diminish  the  deficit  reduction  put  in  place  as  a 
result  of  the  1990  budget  agreement.  That  is 
not  a  clearly  unobtainable  goal.  In  addition, 
the  automatic  sequestrations  that  enforce  the 


BEA  are  credible  because  they  are  likely  to  be 
relatively  small.  Unlike  Gramm-Rudman- 
Hollings,  these  sequestrations  apply  only  to 
deficit  increases  caused  by  legislative  actions, 
and  such  actions  are  unlikely  to  increase  the 
deficit  in  any  year  by  the  very  large  amounts 
that  can  result  from  changes  in  the  economy 
or  technical  factors. 

The  BEA  also  is  less  subject  to  rosy  sce- 
narios and  budgetary  gimmicks.  Optimistic 
economic  and  technical  assumptions  have  a 
great  effect  on  estimates  of  the  deficit,  which 
are  not  relevant  in  BEA  enforcement,  but  or- 
dinarily have  relatively  little  effect  on  esti- 
mates of  the  costs  of  new  legislation,  which  are 
central  to  BEA  enforcement.  Timing  shifts 
and  other  budgetary  gimmicks  are  harder  to 
use  to  evade  BEA  enforcement  because  the 
BEA  has  a  multiyear  focus.  Unlike  Gramm- 
Rudman-Hollings,  the  BEA  does  not  ignore 
any  current-year  deficit  increases  after  initial 
estimates  indicate  compliance  at  the  begin- 
ning of  the  year.  It  also  does  not  allow  the 
possibility  that  future  estimates  of  lower  defi- 
cits based  on  optimistic  economic  or  technical 
assumptions  will  eliminate  the  need  to  offset 
increases  in  future  deficits  resulting  from  cur- 
rent legislation.  Any  estimate  that  current 
legislation  will  increase  a  future  deficit  will 
require  lower  spending  or  higher  taxes  in  that 
future  year-at  least  through  1995,  when  the 
BEA  expires. 


Providing  Flexibility 

Any  budget  process  must  be  flexible  enough  to 
deal  with  unforeseen  circumstances  that 
require  budgetary  responses.  For  example,  it 
is  often  appropriate  for  the  federal  govern- 
ment to  engage  in  countercyclical  fiscal  policy 
when  the  economy  is  in  recession.  The  federal 
government  also  responds  to  other  emergen- 
cies, such  as  natural  disasters  or  international 
crises,  that  cannot  always  be  anticipated. 

The  budget  process  must  recognize  these 
realities;  indeed,  its  continued  survival  de- 
pends on  providing  policymakers  with  the 
flexibility  to  deal  with  these  unanticipated 
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eventa.  The  BEA  assisted  in  this  goal  by  es- 
tablishing an  explicit  exception  for  discre- 
tionary appropriations,  mandatory  spending 
increases,  or  tax  cuts  that  the  legislation  and 
the  President  designate  as  emergency  require- 
ments. Despite  some  predictions  to  the  con- 
trary, the  President  and  the  Congress  have 
resisted  the  urge  to  use  this  safety  valve  to 
evade  the  BEA's  strictures  on  a  large  scale. 
Any  process  designed  to  enforce  future  deficit 
reduction  agreements  should  maintain  such 
exceptions. 


The  Budget  Process 
in  1993 

CBO's  budget  projections  clearly  show  that 
significant  actions  are  needed  to  reduce  the 
deficit.  Under  current  policies,  budget  deficits 
will  hover  around  $300  billion  in  the  next  few 
years  and  then  will  begin  to  rise  even  higher 
despite  the  sissumption  that  the  economy  will 
grow  steadily  throughout  the  period.  The  defi- 
cit reduction  enacted  in  1990  prevented  the 
deficit  fi-om  being  even  higher  than  it  is,  but 
additional  cuts  in  spending  or  tax  increases  or 
both  are  needed  to  forestall  deficit  increases 
that  are  unprecedented  in  a  growing  peace- 
time economy. 

Based  on  the  lessons  of  the  last  seven  years, 
the  chances  of  achieving  long-term  deficit 
reduction  will  be  improved  if  changes  in  the 
budget  process  are  not  the  focxis  of  attention  in 
1993.  The  focus  should  instead  be  on  reaching 
agreement  on  a  specific  long-term  deficit  re- 
duction plan  and  enacting  cuts  in  mandatory 
spending  or  increases  in  taxes  that  are  in- 
cluded in  that  plan.  A  process  should  then  be 
put  in  place  that  will  ensxire  that  future  ap- 
propriations for  discretionary  spending  do  not 
exceed  the  planned  amounts  and  that  future 
changes  in  mandatory  spending  programs  and 
taxes  do  not  dissipate  the  deficit  reduction 
that  has  been  enacted. 


If  subsequent  changes  in  the  economy  or  the 
costs  of  mandatory  programs  lead  to  deficits 
that  are  significantly  different  than  antici- 
pated in  the  wake  of  the  enacted  deficit  re- 
duction, the  President  and  the  Congress 
should  consider  taking  additional  action  at 
that  time.  The  BEA  requires  actions  in  re- 
sponse to  events  that  are  under  the  direct  con- 
trol of  policymakers,  but  does  not  require  the 
situation  to  be  revisited  if  the  deficit  outlook 
deteriorates  for  other  reasons.  Although  no 
process  should  be  put  in  place  that  is  intended 
to  force  future  actions,  neither  should  the 
existence  of  a  process  enforcing  a  previous 
plan  be  used  as  an  excuse  to  avoid  taking  re- 
8por=ible  actions  in  response  to  f:hanged  cir- 
cumstances. 


Discretionary  Spending 

Because  discretionary  appropriations  are  en- 
acted for  one  year  at  a  time,  it  is  not  possible  to 
enact  discretionary  savings  for  future  years. 
However,  as  the  BEA  shows,  it  is  possible  to 
enact  caps  on  discretionary  spending  so  that 
cuts  in  discretionary  spending  below  a  base- 
line level  can  be  part  of  a  multiyear  deficit  re- 
duction package.  Some  people  believe  that 
giving  the  President  the  authority  to  veto  line 
items  in  appropriation  bills  would  also  help  to 
achieve  savings  in  discretionary  spending,  but 
an  item  veto  seems  more  likely  to  affect  the 
composition  of  discretionary  spending  than  to 
contribute  to  deficit  reduction  (see  Box  6-3). 

Setting  caps  that  are  supposed  to  ensure  fu- 
ture discretionary  savings  may  seem  to  run 
counter  to  the  argument  that  the  budget  pro- 
cess is  not  good  at  forcing  future  agreements 
on  specific  cuts.  But  the  very  fact  that  discre- 
tionary spending  is  annually  appropriated  is 
what  makes  the  caps  work.  Because  manda- 
tory spending  and  taxes  are  based  on  perma- 
nent law,  the  President  and  the  Congress  can 
avoid  making  promised  future  cuts  simply  by 
failing  to  take  action.  But  appropriators  must 
act  every  year  in  order  to  provide  funding  for 
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discretionary  programs.  They  cannot  evade 
the  caps  by  simply  failing  to  act.  Instead  of 
the  caps  being  a  device  to  force  future  actions, 
they  are  mechanisms  that  limit  future  actions. 

If  an  agreement  is  reached  on  a  new  deficit 
reduction  package  that  extends  beyond  1995, 
the  BEA  discretionary  caps  should  be  adjusted 
and  extended  in  order  to  enforce  the  level  of 
discretionary  spending  assumed  in  that  pack- 
age. Such  enforcement  is  credible  as  long  as 
the  caps  are  not  unreasonably  low.  One  im- 
portant issue  is  whether  the  caps  cover  only 


total  discretionary  spending,  as  the  BEA  pro- 
vides in  1994  and  1995,  or  whether  there 
should  be  a  return  to  the  separate  caps  on  dis- 
cretionary categories  that  existed  in  1991 
through  1993.  Caps  on  total  spending  provide 
decisionmakers  with  more  flexibility  in  re- 
sponding to  changing  needs,  but  still  ensure 
that  the  promised  discretionary  savings  are 
achieved.  Having  separate  caps  on  categories 
reduces  flexibility,  but  it  leads  to  deficit  reduc- 
tion if  actual  funding  in  any  category  is  below 
the  cap:  the  deficit  is  reduced  because  those 
savings  cannot  be  used  to  increase  spending  in 


Box  6-3. 
What  Is  the  Likely  Effect  of  the  Item  Veto? 


Many  Presidents  have  sought  the  authority  to 
reduce  or  eliminate  specific  items  in  appropria- 
tion bills,  a  power  pyoesessed  by  43  of  the  50 
state  governors.  These  Presidents  have  argued 
that  an  item  veto  would  empower  them,  as  a 
representative  of  the  general  interest,  to  reduce 
low-priority  or  locally  oriented-so-called  pork- 
barrel-projects,  thus  leading  to  a  reduction  in 
the  deficit. 

Various  statutory  alternatives  that  are  de- 
signed to  have  largely  the  same  effect  as  the 
item  veto  have  also  been  proposed.  The  most 
popular  of  these  would  expand  the  current 
powers  of  the  President  to  propose  rescinding 
appropriated  funds  under  the  Congressional 
Budget  and  Impoundment  Control  Act  of  1974. 
Expedited  rescission  proposals  (such  as  H.R. 
2164,  which  passed  the  House  in  the  closing 
days  of  the  102nd  Congress)  are  the  most 
limited  in  their  grant  of  authority  to  the  Presi- 
dent They  would  require  the  Congress  to  vote 
on  proposed  rescissions,  with  a  simple  majority 
prevailing  on  the  vote.  At  present,  the  Con- 
gress can  kill  the  proposed  rescissions  simply 
by  failing  to  act  on  the  proposal. 

Giving  the  President  item  veto  or  similar 
power  would  certainly  represent  a  shift  in  the 
constitutional  balance  of  powers,  but  it  is  un- 
likely to  have  any  significant  effect  on  deficits. 
Because  the  item  veto  and  its  statutory  sub- 
stitutes would  apply  only  to  discretionary 
spending,  which  represents  only  about  40 
percent  of  total  outlays  and  is  growing  much 
more  slowly  than  mandatory  spending,  the 
item  veto's  potential  to  reduce  the  deficit  or 
control  spending  is  necessarily  limited. 


The  item  veto  has  limited  potential  to  re- 
duce even  the  discretionary  portion  of  the  bud- 
get. Because  the  Budget  Enforcement  Act's 
spending  caps  represent  a  statutory  agreement 
between  the  President  and  the  Congress  on  the 
level  of  discretionary  spending,  the  item  veto  is 
unlikely  to  spur  additional  reductions.  Any  re- 
ductions in  appropriations  from  line-item 
vetoes  are  likely  to  be  replaced  by  other  spend- 
ing, so  the  only  result  would  be  a  shift  in  the 
composition  of  spending. 

Even  if  discretionary  spending  limits  were 
not  in  place,  Presidents  are  likely  to  use  the 
threat  of  vetoes  to  gain  increases  in  spending 
they  support  rather  than  to  reduce  spending 
overall.  Only  Presidents  who  value  reduced 
spending  over  pursuing  their  own  spending 
priorities  are  likely  to  even  try  to  use  the  item 
veto  for  deficit  reduction. 

Because  an  item  veto  would  shift  the  bal- 
ance of  power  between  the  President  and  the 
Congress,  it  probably  would  affect  the  distribu- 
tion of  spending  by  substituting  some  Presiden- 
tial budget  priorities  for  Congressional  ones. 
Evidence  from  studies  of  the  states'  use  of  the 
item  veto  supports  this  claim;  state  governors 
have  used  it  to  shift  state  spending  priorities 
rather  than  to  decrease  spending.  Some  ana- 
lysts would  argue  that  shifting  spending  priori- 
ties is  sufticient  reason  to  adopt  the  item  veto  if 
the  President  is  less  likely  to  engage  in  pork- 
barrel  spending.  An  item  veto,  they  claim, 
would  niake  the  President  more  responsible  for 
spending  choices  and  would  lessen  the  ten- 
dency for  the  two  branches  to  blame  each  other 
for  the  proliferation  of  "wasteftil"  spending. 
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another  category.  Separate  caps  also  focus  ac- 
countability by  reducing  the  number  of  deci- 
sionmakers with  primary  responsibility  for 
ensuring  compliance  with  a  cap. 


The  BEA's  current  sequestration  process  for 
discretionary  programs  should  be  used  to  en- 
force any  limits  on  appropriations  that  are 
part  of  a  new  deficit  reduction  package.    Any 


Box  6-4. 
Will  Caps  on  Mandatory  Spending  Work? 


Approximately  half  of  all  federal  spending  is 
for  entitlements  and  other  mandatory  spend- 
ing (excluding  net  interest  payments).  Pay- 
ments for  these  programs  are  governed  by 
formulas  that  are  set  in  law,  and  spending  is 
not  constrained  in  the  annual  appropriation 
process.  The  Budget  Enforcement  Act's  pay-as- 
you-go  procedures  were  designed  to  prevent  en- 
actment of  legislation  that  would  erode  the 
mandatory  spending  cuts  and  revenue  in- 
creases that  were  enacted  as  a  result  of  the 
1990  budget  agreement.  They  were  not  de- 
signed to  prevent  growth  in  mandatory  spend- 
ing that  results  from  increases  in  beneficiary 
populations,  inflation,  increased  use  of  ser- 
vices, or  any  other  factors  not  directly  under 
the  control  of  the  Congress  and  the  President. 

During  the  102nd  Congress,  the  Bush  Ad- 
ministration and  various  Members  supported 
the  concept  of  placing  an  enforceable  cap  on 
mandatory  spending.  This  proposal  would  tie 
the  growth  of  spending  for  individual  programs 
to  the  increase  in  the  eligible  population  and 
inflation,  plus  a  transitional  percentage  that 
would  allow  the  change  to  be  phased  in.  It 
would  also  establish  a  sequestration  procedure 
to  enforce  a  breach  of  that  cap.  Savings  would 
be  achieved  if  spending  were  held  to  the  cap 
level,  because  the  costs  of  some  programs,  nota- 
bly Medicare  and  Medicaid,  are  estimated  to 
grow  much  faster  than  their  beneficiary  pop- 
ulations and  general  inflation.  This  rapid 
growth  in  Medicare  and  Medicaid  is  primarily 
the  result  of  increases  in  the  use  of  hospital  and 
physician  services,  changes  in  the  quality  of 
care,  and  inflation  in  the  cost  of  medical  care 
that  exceeds  inflation  in  the  rest  of  the  econo- 
my. In  the  absence  of  a  fundamental  restruc- 
turing of  Medicare  and  Medicaid,  holding  the 
growth  of  their  costs  to  the  cap  level  would  re- 
quire real  cuts  in  the  health  care  services  that 
would  be  available  to  the  elderly  and  the  poor. 

Many  advocates  of  this  approach  do  not 
accompany  the  call  for  a  mandatory  cap  with 
policy  proposals  to  achieve  the  reductions  in 


individual  programs  that  are  needed  to  avoid 
sequestration.  Because  even  most  advocates 
of  a  mandatory  cap  agree  that  an  across-the- 
board  sequestration  is  not  an  acceptable  way 
to  achieve  the  desired  reduction  in  mandatory 
spending,  however,  the  cap  is  likely  to  be  met 
only  if  such  specific  policy  changes  are  en- 
acted. The  most  important  of  these  would  be 
policies  that  would  control  the  long-term 
growth  in  health  care  costs,  which  represent 
the  fastest  growing  part  of  the  budget.  These 
cuts  will  be  hard  to  achieve,  however,  because 
many  people  will  want  to  use  any  Medicare 
and  Medicaid  savings  to  provide  greater  and 
more  affordable  access  to  medical  care  for  citi- 
zens who  currently  are  not  covered  by  govern- 
ment health  care  programs  and  do  not  have 
access  to,  or  cannot  afford,  private  health  in- 
surance. 

A  sequestration  of  mandatory  programs 
could  not  be  carried  out  easily.  Government 
benefit  checks  and  other  mandatory  spending 
c£umot  simply  stop  flowing  after  the  cap  is 
reached  without  disrupting,  and  possibly  en- 
dangering, the  lives  of  millions  of  citizens. 
Agencies  in  the  executive  branch  could  esti- 
mate the  likely  shortfall  resulting  from  the 
cap  and  adjust  all  future  payments  to  account 
for  the  effect  of  the  limit,  but  that  would  in- 
volve an  enormous  amount  of  bureaucratic 
discretion  and  uncertainty  about  the  benefits 
that  will  actually  be  provided.  In  any  case,  the 
courts  may  be  asked  to  respond  to  the  conflict 
between  the  legislation  that  authorized  the 
mandatory  spending  and  a  requirement  to  se- 
quester that  spending. 

By  their  very  nature,  entitlement  pro- 
grams are  not  subject  to  specific  annual  spend- 
ing limits.  Simply  placing  a  limit  on  an  en- 
titlement program  is  no  substitute  for  chang- 
ing the  policies  controlling  it.  If  policymakers 
believe  that  a  program  such  as  Medicare 
should  not  exceed  a  particular  level  of  spend- 
ing in  a  year,  they  should  revamp  the  program 
and  turn  it  into  a  discretionary  program. 
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sequestration  that  occurs  is  aimed  only  at  pro- 
grams under  the  jurisdiction  of  the  appropri- 
ators-and  only  within  the  offending  category 
if  there  are  separate  category  caps.  Also,  the 
scope  of  the  sequestration  is  comprehensive 
because  almost  no  discretionary  programs  are 
exempt. 


Mandatory  Spending 

In  contrast  to  its  annual  funding  of  dis- 
cretionary programs,  the  Congress  can  enact 
changes  now  in  mandatory  programs  and 
taxes  that  will  achieve  the  multiyear  deficit 
reduction  that  has  been  agreed  to.  The  en- 
forcement mechanism  then  merely  needs  to 
prevent  legislative  actions  that  would  undo 
the  savings  that  have  been  achieved,  rather 
than  put  a  cap  on  future  spending  or  a  floor 
under  taxes. 

In  place  of  this  approach,  however,  some 
people  have  proposed  enacting  a  cap  on  future 
mandatory  spending  as  a  way  to  force  future 
action  to  cut  mandatory  programs  or,  failing 
that,  to  achieve  savings  through  future  across- 
the-board  sequestrations  of  mandatory  pro- 
grams. As  with  proposals  to  set  fixed  deficit  or 
deficit  reduction  targets,  the  mandatory  cap 
approach  assumes  that  establishing  a  new 
procedure  can  force  future  agreements  to  take 
politically  difficult  steps  (in  this  case, 
agreements  to  cut  mandatory  programs)  that 
are  currently  not  possible.  And,  as  with  fixed 
targets,  a  mandatory  cap  is  likely  to  end  up 
promising  more  than  it  can  deliver— with 
gimmicks  and  phony  estimates  taking  the 
place  of  real  spending  cuts  and  with  promised 
automatic  cuts  lacking  credibility  (see  Box 
6-4).  The  most  effective  means  of  reducing 
mandatory  spending  or  increasing  revenues  is 
to  enact  laws  now  that  achieve  multiyear  defi- 
cit reduction  and  to  enforce  the  new  deficit  re- 
duction package  by  extending  the  BEA's 
PAYGO  procedures  for  a  number  of  years. 

The  PAYGO  mechanism  is  not  as  well  fo- 
cused  or  comprehensive  as  the  discretionary 
procedures.    A  tax  cut  that  is  not  offset  by 


mandatory  spending  cuts  or  tax  increases 
would  trigger  a  sequestration  of  mandatory 
spending  rather  than  a  tax  increase.  Further, 
the  majority  of  mandatory  spending  is  exempt 
from  sequestration  even  though  increases  in 
exempt  programs  might  be  the  cause  of  the 
sequestration.  Although  the  current  PAYGO 
system  has  worked  well,  expanding  the  appli- 
cation of  sequestration  would  increase  the 
fairness  of  the  process  and  expand  the  number 
of  policymakers  with  strong  incentives  to 
avoid  sequestration.  The  President  and  the 
Congress  should  consider  making  an  auto- 
matic increase  in  taxes  a  part  of  PAYGO  se- 
questration and  broadening  the  base  of  pro- 
grams that  are  subject  to  sequestration  to  in- 
clude the  vast  amount  of  spending  on  pro- 
grama  that  primarily  benefit  the  middle  class. 
These  actions  would  be  likely  to  ensure  that 
advocates  of  these  benefit  programs  and  advo- 
cates of  low  taxes  would  actively  oppose  any 
legislation  that  might  lead  to  a  PAYGO 
sequestration. 


Conclusion 

The  past  indicates  that  efforts  to  reduce  the 
deficit  are  most  likely  to  be  successful  if  the 
President  and  the  Congress  first  agree  on  poli- 
cy actions  and  then  set  up  processes  to  enforce 
them:  deficit  reduction  does  not  work  as  well  if 
the  process  changes  precede  the  policy  actions. 
For  example,  both  Gramm-Rudman-Hollings 
and  the  proposed  balanced  budget  amendment 
try  to  force  agreement  on  specific  deficit-re- 
ducing actions.  Processes  are  not  as  good  at 
forcing  agreements,  however,  as  they  are  at 
enforcing  them.  Procedures  are  important, 
but  they  should  not  be  asked  to  do  what  they 
cannot.  If  agreement  exists  on  policy  actions, 
many  of  the  major  process  changes  (such  as 
the  balanced  budget  amendment,  the  line- 
item  veto,  and  mandatory  caps)  that  have 
been  advocated  are  superfluous.  The  Congress 
and  the  President  should  avoid  any  tempta- 
tion to  substitute  process  for  policy,  but  should 
recognize  the  importance  of  process  in  ensur- 
ing that  policy  changes  are  realized. 
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Chairman  Sasser.  Thank  you  very  much,  Dr.  Reischauer. 

Let  me  begin  by  asking  a  question,  and  I  think  the  answer  is 
probably  obvious  to  this.  But  was  last  year's  budget  agreement,  in 
your  judgment,  a  step  in  the  right  direction?  In  your  opinion,  did 
that  budget  legislation  last  year  accomplish  real  deficit  reduction, 
and  has  it  helped  to  lower  interest  rates  and  improve  the  econo- 
my's long-term  economic  growth? 

Dr.  Reischauer.  I  think  the  answer  is  unquestionably  yes  to 
every  component  of  that  question.  It  was  not  just  a  step  in  the 
right  direction;  it  was  a  large  step  in  the  right  direction.  It  signifi- 
cantly lowered  the  deficit  over  the  next  5-year  and  the  next  10-year 
period.  The  lower  deficits  will  lead  to  higher  national  savings,  in- 
creased capital  formation  in  the  country,  and  a  stronger  economy 
in  the  long  run. 

Chairman  Sasser.  Now,  over  the  past  year — one  other  thing:  You 
were  indicating  that  in  the  outyears — looking  here  at  a  chart  I 
have,  if  I  can  reach  behind  Senator  HoUings  here,  we  see  that  the 
deficits  in  red  are  those  that  were  projected  in  January  of  1993. 
The  blue  represents  the  actual  deficits  for  fiscal  year  1993  and  pro- 
jected deficits  for  the  years  from  1994  through  1998. 

Deficits  Decline  Dramatically 
During  the  Past  Year 
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Now,  I  note  that  the  deficits,  as  we  have  indicated  earUer,  in 
1994  have  come  down  from  $291  billion  to  $223  biUion,  for  1995 
fi"om  a  projected  deficit  of  $284  billion  to  $171  billion,  and  from  a 
projected  deficit  for  1996  of  $287  biUion  to  $166  biUion  in  1996,  and 
we  see  a  small  tick-up  in  1997  and  1998,  but  still  well  below  what 
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were  the  projected  deficits  in  fiscal  year  1993,  that  you  made  in 
January  of  1993,  prior  to  the  passage  of  the  deficit  reduction  act 
of  last  year. 

Now,  your  deficit  projections  assume  that  medicare  and  medicaid 
will  not  be  absorbed  in  any  tjrpe  of  overall  comprehensive  health 
reform  proposal.  Is  that  not  correct? 

Dr.  Reischauer.  That  is  correct.  Those  projections  assimie  that 
the  policies  of  the  government  remain  unchanged  for  the  next  5 
years. 

Chairman  Sasser.  I  see. 

Dr.  Reischauer.  I  can  give  you  a  decomposition  of  the  difference 
between  the  red  and  the  blue  portions  of  your  chart.  The  difference 
over  that  5  years  is  roughly  $672  billion,  $433  billion  of  which  was 
saved  as  a  result  of  the  Omnibus  Budget  Reconcihation  Act  of  this 
past  summer  (OBRA-93).  In  addition,  the  improved  economy  be- 
tween January  of  last  year  and  January  of  this  year  improved  the 
situation  by  roughly  $79  biUion.  Then  there  were  a  lot  of  technical 
improvements:  the  deposit  insurance  estimates  that  we  had  were 
reduced  by  $61  billion,  and  medicare  and  medicaid  together  were 
reduced  by  roughly  $80  biUion. 

ChEdrman  Sasser.  So  we  are  essentially  out  of  the  saving  and 
loan  payoff  period  now 

Dr.  Reischauer.  Yes. 

Chairman  Sasser  [continuing].  And  we  are  getting  into  a  period 
where  we  may  see  a  re-flow  or  positive  cash  flow  actually  coming 
in  fi*om  the  savings  and  loan  situation. 

Dr.  Reischauer.  Yes;  there  was  actually  quite  a  large,  positive 
inflow  last  year,  which  explains  to  a  large  extent  the  $255  billion 
deficit  number  for  1993.  But  the  strengthened  condition  of  banks 
in  the  United  States  and  also  of  the  savings  and  loan  industry 
means  that,  for  the  most  part,  these  institutions  are  self-supporting 
now,  and  the  deposit  insurance  system  is  not  draining  resources 
firom  the  taxpayer  an)rmore. 

Chairman  Sasser.  Dr.  Reischauer,  recent  estimates  fi*om  your  of- 
fice show  a  significant  decline  in  the  projected  rate  of  increase  in 
health  care  spending,  particularly  for  medicare  and  medicaid.  But 
even  if  this  slower  trend  continues  as  you  anticipate,  the  up-swing 
in  the  deficit  after  1998  is  still  largely  explained  by  a  high  rate  of 
growth  in  medical  programs  relative  to  overall  Federal  spending,  is 
it  not? 

Dr.  Reischauer.  In  fact,  it  is  exclusively  attributable  to  in- 
cre£Lsed  spending  for  medicare  and  medicaid.  Medicare  and  medic- 
aid both  grow  considerably  faster  than  the  economy  as  a  whole. 
While  there  is  a  slowdown  relative  to  the  past,  we  are  expecting 
both  of  those  programs  to  continue  growing  at  double-digit  rates  for 
the  next  5  years.  They  are  the  only  major  components  of  the  budget 
that  are  growing  faster  than  the  economy. 

If  you  look  at  something  like  the  Social  Security  Program  and 
other  nonmedical  entitlements,  you  will  find  that  they  grow  at 
roughly  the  same  rate  as  the  economy.  So  as  a  percentage  of  GDP, 
spending  on  mandatory  programs  that  are  not  related  to  health  is 
roughly  a  constant  share. 

Moreover,  under  the  caps  that  have  been  placed  on  discretionary 
spending,  such  spending  decUnes  as  a  percentage  of  GDP,  that  is. 
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it  grows  more  slowly  than  the  economy.  Revenues,  by  and  large, 
grow  at  roughly  the  same  pace  as  the  economy  expands. 

Chairman  Sasser.  A  moment  ago,  Senator  Domenici  was  lament- 
ing the  fact  that  the  deficits  in  outyear  2003  are  going  to  be  ticking 
up  to  over  $300  billion  again.  As  I  understand  your  testimony,  this 
in  large  part  is  a  result  of  pursuing  the  current  policy  with  medi- 
care and  medicaid. 

Now,  in  your  view,  can  we  get  the  deficit  totally  under  control, 
without  fundamental  change  in  the  health  sector  that  allows  us 
correspondingly  to  restrain  the  growth  in  medicare  and  medicaid? 

Dr.  Reischauer.  I  think  it  would  be  very  hard  in  the  long  run 
to  solve  the  deficit  problem  without  dealing  with  the  health  care 
sector  of  the  United  States  economy  as  a  whole.  We  have  tried  val- 
iantly over  the  past  7  or  so  years  to  squeeze  the  Medicare  Program 
and,  to  a  certain  degree,  the  Medicaid  Program,  and  this  has 
meant  that  the  reimbursement  rates  to  providers  from  government 
programs  have  fallen  relative  to  provider  costs  and  private-sector 
payers. 

What  has  happened  as  a  result  is  that  we  have  had  a  lot  of  cost 
shifting — cost  shifting  from  the  taxpayer  to  private  insurance.  Pri- 
vate insurance  costs  have  then  risen  very  rapidly,  forcing  certain 
employers  to  drop  insurance  coverage.  So  one  has  to  stand  back 
fi"om  this  and  say,  in  the  long  run,  we  probably  have  to  reform  the 
health  care  sector  overall  to  find  a  solution  to  the  health  care  prob- 
lem in  the  Federal  budget,  which  is  a  large  component  of  the  deficit 
problem. 

Chairman  Sasser.  One  final  question:  The  charti  here  to  which 
I  called  your  attention  earher  shows  the  decline  in  the  deficit  in  ac- 
tual dollars  in  1998  fi*om  a  projected  deficit  of  $357  billion  in  1993 
to  a  deficit  now  of  $180  billion  following  the  enactment  of  the  defi- 
cit reduction  act  of  last  year,  some  economists  say  the  best  measure 
of  a  deficit  is  the  deficit's  percent  of  gross  domestic  product. 

So  the  deficit  would  be  4  percent  of  the  gross  domestic  product, 
as  I  understand  it,  in  1993,  and  would  decline  to  2.2  percent  of 
gross  domestic  product  in  1998,  is  that  correct? 

Dr.  Reischauer.  That  is  correct.  Just  to  make  the  contrast  even 
more  dramatic,  if  you  looked  at  our  estimates  of  the  deficit  in  the 
year  2003  that  we  presented  to  this  committee  back  in  January  of 
last  year,  they  indicated  a  deficit  that  was  equal  to  6.8  percent  of 
GDP.  We  are  now  saying  that  in  2003,  the  number  will  be  3.1  per- 
cent of  GDP.  Now,  that  is  still  too  high,  but  it  gives  you  some  kind 
of  indication  of  the  progress  that  has  been  made  in  the  course  of 
the  past  year.  It  also  goes  back  to  my  admonition  that  although  it 
might  not  have  been  ftin  to  do,  what  you  have  done  is  having  an 
impact  in  the  short  £ind  intermediate  run,  and  it  is  affecting  the 
long-run  fiscal  picture  as  well. 

Chairman  SASSER.  A  final  question:  When  was  the  last  time  the 
deficit  as  a  percent  of  GDP  was  as  low  as  2.2  percent? 

Senator  Grassley.  Well,  it  had  to  be  during  the  Reagan  years, 
right? 

Dr.  Reischauer.  Careful. 

Senator  Grassley.  Well,  that  was  tongue-in-cheek.  [Laughter.] 

1  See  p.  40. 
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Chairman  Sasser.  Perhaps  one  of  your  staff  guys  could  provide 
the  answer  to  you. 

Dr.  Reischauer.  1979. 

Chairman  Sasser.  1979  was  the  last  time  the  deficit 

Dr.  Reischauer.  1.7  percent  of  GDP. 

Chairman  Sasser.  I  see. 

Senator  Hollings.  Under  Jimmy.  I  was  here.  [Laughter.] 

Chairman  Sasser.  Let  the  record  show  that  Senator  Hollings 
was  chairman  of  the  Budget  Committee.  [Laughter.] 

Senator  DoMENici.  Mr.  Chairman,  would  you  yield? 

Chairman  Sasser.  I  yield  to  Senator  Domenici. 

Senator  Domenici.  I  am  going  to  go  down  this  side  and  let  Sen- 
ator Grassley  ask  questions.  But  might  I  just  ask  one  question  with 
reference  to  reducing  health  care  cost  and  getting  the  deficit  under 
control. 

The  flip  side  of  what  we  have  just  been  discussing  is  that  if  you 
cut  the  costs  of  the  existing  health  care  programs  to  the  govern- 
ment, but  spend  the  savings  for  more  health  care,  then  obviously, 
you  are  not  reducing  the  deficit. 

Dr.  Reischauer.  Then  you  have  not  saved  anything. 

Senator  Domenici.  Right.  So  the  amount  of  savings  depends 
upon  whether  we  spend  more  on  health  care  for  new  programs  or 
program  expansions.  If  we  do  that,  the  deficit  will  not  come  down, 
and  as  you  have  indicated  here,  we  will  have  to  look  somewhere 
else  for  ways  to  lower  costs. 

Dr.  Reischauer.  That  is  true,  but  I  would  add  one  caveat.  Vir- 
tually all  of  the  proposals  to  restructure  and  reform  our  health  care 
system  involve  short-run  increases  in  Federal  spending,  and  that 
may  be  inevitable.  What  you  want  to  consider  is  the  promise  they 
may  hold  for  the  long  run  in  bringing  down  both  total  health  care 
spending  and  government  health  care  spending. 

Chairman  Sasser.  Dr.  Reischauer,  I  am  told  that  your  micro- 
phone is  now  repaired,  so  you  can  go  back  to  your  original  battle 
station  here. 

Dr.  Reischauer.  I  sort  of  liked  the  protection  of  being  covered 
up  to  the  neck  up  here.  [Laughter.] 

Senator  Grassley.  While  he  is  coming,  Mr.  Chairman,  if  I  could, 
I  would  just  start  out.  I  would  highhght  for  my  colleagues  some- 
thing I  beheve  I  just  heard  Dr.  Reischauer  say,  and  that  is  that  the 
deficit  will  be  3.1  percent  of  GDP  in  2003,  and  it  is  still  too  high. 

Dr.  Reischauer.  Yes. 

Senator  Grassley.  I  think  it  is  important  that  we  remind  our- 
selves that  whatever  we  are  projecting  out  there,  it  is  still  too  high. 

Another  thing  that  I  want  to  remind  my  colleagues  of,  and  not 
to  find  fault  with  Dr.  Reischauer,  because  I  think  CBO  does  a  bet- 
ter job  than  0MB,  but  when  we  talk  about  what  will  be  growth 
over  the  next  year  or,  even  worse,  the  next  10  years,  what  we  ex- 
pect growth  to  be,  we  have  an  institutional  disease  here  in  this 
town — and  at  least  Congress  has  it  and  at  least  0MB  has  it — 
where  we  are  always  projecting  these  rosy  scenarios  about  what 
the  economy  is  going  to  do  and  they  never  really  happen.  We  may 
be  getting  a  Uttle  letter  at  it,  but  we  still  are  too  far  off.  So  let 
us  be  cautious  and  protective  about  assuming  too  much  about  how 
good  the  economy  is  going  to  do  over  the  next  several  years. 
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I  still  sense  that  we  are  chasing  deficits.  The  good  news  that  the 
Chairman  gives  us  in  his  opening  remarks,  who  is  going  to  find 
fault  with  it?  Just  say  praise  for  it.  Glad  things  are  maybe  turning 
around.  But  as  far  as  the  long  term  is  concerned,  it  is  not  much 
better. 

It  reminds  me  of  the  story  of  Jim  McMahon,  the  quarterback  for 
the  Minnesota  Vikings.  He  is  kind  of  a  free-spirited  person,  £ind  he 
was  once  asked  what  it  was  like  going  to  Brigham  Young  Univer- 
sity. That  is  where  he  went  to  school.  And  his  response  was, 

They  let  us  chase  girls,  but  they  won't  let  us  catch  them. 

It  seems  to  me  that  is  where  we  are  as  far  as  deficits  are  con- 
cerned. We  seem  to  chase  the  deficits,  but  we  won't  let  us  catch  it. 
And  I  think  Senator  Domenici's  chart  says  it  better  than  anything 
that  can  be  said  here. 

Dr.  Reischauer,  it  is  my  understanding  that  OMB's  own  budget 
projections  show  that,  under  President  Clinton's  proposals,  this 
country  will  never  balance  the  budget.  Do  CBO's  projections  con- 
firm this,  that  under  this  Administration's  proposals  we  will  never 
balance  the  budget? 

Dr.  Reischauer.  We  do  not  have  the  President's  new  budget,  so 
I  really  cannot  answer  that  question,  but  I 

Senator  Grassley.  Well,  you  do  have  the  budget  agreement  of 
last  year  binding  for  5  years,  and  we  do  have  the  principle  of  cur- 
rent services  level  of  expenditure  in  projecting  that. 

Dr.  Reischauer.  If  we  adhere  to  the  restrictions  that  are  in  the 
current  budget  agreement,  the  budget  will  not  be  balanced  at  the 
end  of  President  Clinton's  first  term. 

Senator  Grassley.  Well,  I  guess  we  never  said  it  would  be,  but 
I  am  talking  about  if  those  trends  continue  under  current  services, 
we  would  never  have  a  balanced  budget. 

Dr.  Reischauer.  Correct. 

Senator  Grassley.  OK.  The  Administration  has  been  claiming 
that  the  deficit  and  debt  are  no  longer  a  problem.  Yet,  I  see  your 
organization's  projections  are  that  the  deficit  will  double  to  $365 
billion  in  2004,  and  the  debt  will  increase  fi-om  $3.4  triUion  to  near- 
ly $6  trillion  the  same  year. 

On  a  scale  of  one  to  ten,  how  strongly  do  you  agree  or  disagree 
with  the  comments  that  the  deficit  and  the  debt  are  no  longer  a 
problem,  and  that  it  does  not  need  to  be  addressed?  Beyond  what 
you  said,  it  is  still  a  problem  at  3.1  percent  of  GDP  in  2003,  I  heard 
that,  but  beyond  that,  to  what  extent  do  you  think  that  it  does  not 
need  to  be  addressed  at  this  point,  on  a  scale  or  one  to  ten,  or  an- 
swer it  any  way  you  want  to? 

Dr.  Reischauer.  What  I  said  is  that  certainly  it  is  an  issue  that 
needs  to  be  addressed.  Whether  it  needs  to  be  addressed  again  this 
year,  given  that  the  Congress  made  significant  progress  last  year 
and  that  the  actions  you  have  agreed  to  will  provide  a  certain 
amount  of  fiscal  restraint  on  the  economy — whether  you  would  Uke 
to  add  to  that  fiscal  restraint  now  I  think  is  an  issue  that  could 
be  debated. 

Certainly,  sometime  between  now  and  years  from  now,  I  would 
hope  that  the  Congress  would  come  back  and  revisit  this  question 
and  address  the  deficit  problem  yet  again. 
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Senator  Grassley.  I  suppose  it  is  more  a  question  for  my  col- 
leagues than  it  is  for  you,  but  it  seems  to  me  that  we  have  to  be 
concerned  about  the  future. 

I  have  a  question  here  from  Business  Week: 

Clinton  Economics  I  dealt  with  curbing  a  recession  swollen  deficit. 

Another  one,  Jim  Hoagland,  in  the  Washington  Post,  writes: 

With  the  U.S.  economic  recovery  beginning  to  pick  up  steam,  it  is  time  to  recog- 
nize that  deficit  reduction  is  not  the  overwhelming  priority  it  seemed  a  year  ago. 

So  somewhere,  as  we  make  a  decision,  Mr.  Chairman,  this  time 
those  of  us  on  this  committee  are  going  to  have  to  decide  whether 
we  agree  with  these  statements,  whether  the  deficit  reduction  is 
not  a  priority,  that  the  deficit  is  solved,  because  that  seems  to  me 
is  where  we  are. 

CBO  has  inferred  that  the  best  time  to  reduce  the  deficit  is  dur- 
ing a  period  of  economic  expansion.  Does  CBO  believe  that  Con- 
gress should  take  steps  now  to  eliminate  the  deficit  within  5  or  10 
years?  And  do  you  believe  that  CBO  deficit  projections  do  not  re- 
quire further  efforts  to  reduce  the  deficit? 

Dr.  Reischauer.  Well,  achieving  the  projections  that  we  have 
given  does  not  require  further  action  because  those  are  projections 
of  what  will  happen  if  no  further  action  is  taken.  I  am  not  in  the 
business  of  telling  the  Congress  what  to  do  and  when  to  do  it.  We 
have  suggested  that,  for  a  stronger  economy  in  the  longer  run  and 
a  higher  standard  of  living  for  future  generations,  it  would  be  wise 
to  continue  the  deficit  reduction  efforts  of  the  past  4  years.  Exactly 
when  you  take  the  next  bite  out  of  that  apple  is  really  up  to  you. 

Senator  Grassley.  And  you  are  sticking  with  that  advice? 

Dr.  Reischauer.  Yes. 

Senator  Grassley.  Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you.  Senator  Grassley. 

Senator  Hollings? 

Senator  HOLLINGS.  Thank  you,  Mr.  Chairman. 

Let  me  go  along  with  the  upbeat  statement  that  is  very  realistic 
that  you  have  delivered,  on  behalf  of  the  committee,  and  you  de- 
serve tremendous  credit  for  having  led  the  way  for  the  August 
budget  settlement  of  last  year  that  has  given  right  reason  to  these 
good  projections.  At  the  same  time,  I  go  along  with  Senator  Domen- 
ici's  note  of  caution. 

Let  me  say  this,  Dr.  Reischauer,  because  you  and  I  were  here 
back  20  years  ago  with  Alice  Rivlin  and  right  to  the  point.  The 
Congressional  Budget  Office  over  the  years,  I  think  we  used  to 
have  42,  then  44,  and  now  50  census  of  economic  forecasters,  and 
I  have  always  looked  at  your  CBO  one  and  looked  at  the  others, 
and  yours  has  pretty  well  been  on  target  over  the  20-year  period, 
so  you  have  built  up  a  tremendous  credibility,  and  that  goes  in 
large  measure  to  your  hard  work. 

You  mentioned  Gramm-Rudman-HoUings.  In  none  of  these  fig- 
ures do  you  get  down  to  $150  billion.  At  least  we  can  remember 
we  did  under  Gramm-Rudman-HoUings,  because  it  worked.  It 
worked.  We  got  down  to  a  $150  billion  deficit,  and  you  cannot  find 
that  anywhere  on  any  of  these  pages  that  we  have,  in  anybodj^s 
statements,  charts  or  otherwise. 

Now,  you  are  right,  in  1990,  in  that  summit  agreement,  they  in 
essence  repealed  it.  You  said  outright  gimmickry,  but  we  can  note 
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it.  We  raised  the  point  of  order,  and  at  that  time  there  were  sub- 
stantial votes  still  on  this  committee  to  do  away  with  Gramm-Rud- 
man-HoUings.  So  I  really  get  annoyed,  when  I  hear  it  said  it  did 
not  work.  It  was  working  in  1990,  but  Republicans  and  Democrats 
both  were  trjdng  to  get  by  that  1992  election.  And  it  was  not 
gridlock,  but  the  sweetheart  deal,  when  they  got  together,  it  really 
destroyed  it,  and  that  is  why  we  have  never  gotten  down  to  any- 
thing like  $150  billion,  and  deficits  continue  up  and  away  and  the 
debt  goes  up  and  away,  and  that  gets  me  to  the  matter  of  taxes. 

I  notice  you  mentioned  that  word.  I  have  had  a  hard  time  in  20 
years  to  get  you  to  mention  that  word.  But  you  say  in  your  pre- 
pared statement: 

If  the  Congress  adopts  an  amendment  requiring  a  balanced  budget  beginning  in 
1999,  it  shoiUd  not  ignore  the  need  to  enact  a  multi-year  package  of  tax  increases 
and  spending  cuts  to  provide  some  hope  of  achieving  that  goal  in  an  orderly,  gradual 
way. 

I  agree  with  that  statement. 

I  tried  our  very  best  to  bring  us  into  reality.  The  truth  is.  Dr. 
Reischauer,  that  on  page  49 1  you  see  the  debt  held  by  the  public 
and  the  debt  subject  to  the  limit,  and  the  project  is  that  as  years 
go  out — and  we  have  just  factored,  for  example,  the  interest  cost 
on  that  debt  this  year  will  be  $337  billion.  That  means  that  every 
day  that  the  bank  is  open,  we  will  go  down  and  borrow  another  bil- 
hon  bucks,  every  day  except  Sundays,  and  borrow  another  billion 
and  add  it  to  the  debt,  and  that  is  interest  cost  or  taxes,  deficit 
taxes. 
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Table  2-9. 

CBO  Baseline  Projections  for  Interest  Costs  and  Federal  Debt  (By  fiscal  year) 

Actual 
1993 

1994 

1995 

1996 

1997 

1998 

1999 

Net  Interest  Outlays  (Billions  of  dollars) 


Interest  on  Public  Debt 
(Gross  Interest)* 

293 

298 

311 

330 

346 

363 

382 

Interest  Received  by 

Trust  Funds 
Social  Security 
Other  trust  funds" 

-27 
-55 

-30 
-57 

-34 
-56 

-37 
-57 

-42 

-58 

-47 
-60 

-52 
-61 

Total 

-82 

-88 

-89 

-94 

-100 

-106 

-114 

Other  Interesf 

-11 

-10 

-10 

-9 

-8 

-iS 

^ 

Total,  Net  Interest  Outlays 

199 

201 

212 

228 

239 

249 

261 

Federal  Debt,  End  of  Year  (Billions  of 

dollars) 

Gross  Federal  Debt 

4.352 

4,690 

4,995 

5,314 

5,656 

6,003 

6.375 

Debt  Held  by 
Government  Accounts 

Social  Security 

Other  government  accounts' 

366 
739 

428 
800 

498 
855 

574 
918 

658 
977 

750 
1,035 

850 
1,085 

Total 

1.105 

1,228 

1,353 

1.492 

1,635 

1.785 

1,934 

Debt  Held  by  the  Public 

3,247 

3,462 

3,642 

3,822 

4,021 

4,218 

4,441 

Debt  Subject  to  Umit^ 

4,316 

4,653 

4,958 

5,275 

5,616 

-5.963 

6,334 

Federal  Debt  as  a  Percentage  of  GDP 

Debt  Held  by  the  Public 

51.6 

52.2 

52.0 

51.7 

51.7 

51.5 

51.7 

SOURCE:  Congressionai  Btxjget  Office. 

NOTE:    Projections  of  Interest  and  debt  assume  coinpriance  with  the  discretionafy  spending  caps  in  the  Budget  Enforcement  Act. 

a.  Excludes  Interest  costs  of  debt  issued  by  agencies  ott>er  tf>an  the  Treasury  (primarily  V\e  Tennessee  Valley  Authority). 

b.  Principally  Civa  Service  Retirement.  Military  Retirement.  Medicare,  unemployment  insurarK»,  and  the  Highway  and  the  Airport  artd  Airway 
trust  funds. 

c.  Primarily  interest  on  loar\s  to  tfie  public  and  to  tfie  Resolution  Toist  Corporation  and  0\e  Bank  Insurarwe  Fund. 

d.  Differs  from  tt>e  gross  federal  debt  primarily  because  most  debt  issued  by  agerxaes  otfwr  tt^an  the  Treasury  is  excluded  from  the  debt  limit 


Now,  you  have  got  over  here  hquor  and  cigarettes  and  income 
taxes  and  everything  else  to  pay  for  programs.  This  is  adding 
taxes.  These  are  tax  increases,  in  my  view,  tax  increases  for  noth- 
ing, for  waste.  That  is  very,  very  devastating.  It  continues  a  pat- 
tern where  I  think  we  are  going  to  need  the  tax  increases. 

Now  I  note  you  said  that  you  do  not  have  the  health  plan 
factored  out  yet,  but  then  you  said  it  is  hard  to  solve  the  deficit 
problem  without  dealing  with  health,  indicating  logically  that  if 
you  deal  with  the  health,  you  are  going  to  be  solving  the  deficit  or 
that  there  are  going  to  be  savings.  I  really  question  that. 
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Dr.  Reischauer.  I  said  there  could  be.  I  did  not  say 

Senator  Hollings.  Not  even  likely.  In  that  you  and  I  struggled 
back  in  August,  when  we  supported  and  voted  for  it,  to  get  it  down 
to  $63  billion  cut  in  medicare  over  a  5-year  period,  now  under  the 
President's  health  plan,  the  Finance  Committee  has  factored  out 
that  that  is  going  to  be  an  additional  $189  billion  cut  on  top  of  the 
$63  biUion  cut  over  5  years.  We  know  that  is  not  going  to  happen. 

So  we  are  going  to  need  some  tax  increases,  as  I  see,  plus  the 
tax  cuts,  in  order  to  really  stop  this  trend  and  try  to  get  us  back 
into  operating  within  the  black. 

I  was  down  in  Argentina  and  they  have  got  an  18  percent  VAT 
and  they  are  operating  in  the  black,  balanced  budgets.  Chile,  22 
percent  VAT,  and  they  are  operating  in  the  black,  and  the  economy 
is  booming. 

We  double  the  growth,  triple  the  growth  in  one  instance,  in  what 
we  project  here.  I  have  recommended  a  5  percent  VAT  for  health 
cost  in  the  deficit  and  debt.  What  is  your  response,  since  the  time 
is  running  out?  I  can't  get  past  this  crowd  about  "read  my  hps"  and 
"not  any  taxes,"  when  they  vote  to  constantly  increase  taxes.  They 
are  just  deficit  or  debt  taxes  each  year,  and  it  goes  up,  up  and 
away,  and  it  is  for  absolutely  nothing,  total  waste  that  other  gen- 
erations will  have  to  pay  for,  and  we  continue  to  have  to  even  pay 
more  for.  Do  you  see  any  way  out  of  this,  other  than  some  kind  of 
tax  measure,  as  well  as  spending  cuts? 

Dr.  Reischauer.  To  go  back  to  where  you  started,  which  was 
reading  a  sentence  fi*om  my  testimony,  I  find  it  inconceivable  to 
think  that  the  Congress  could  enact  a  $600  billion  deficit  reduction 
package  that  relied  solely  on  spending  reductions.  So  I  presume 
that,  as  has  been  the  case  in  every  reduction  measure  that  the 
Congress  has  adopted  thus  far,  taxes  will  be  a  significant  compo- 
nent. 

And  certainly,  if  one  wanted  to  restructure  the  health  care  sys- 
tem in  a  manner  that  in  the  short  or  intermediate  run  involved 
higher  government  spending,  either  cuts  in  entitlement  programs 
or  tax  increases  would  be  required,  as  the  President's  health  pro- 
posal has  suggested  with  the  tobacco  tax  increases. 

Senator  Hollings.  Very  good.  Thank  you,  sir. 

Chairman  Sasser.  Thank  you,  Senator  Rollings. 

Senator  Nickles? 

Senator  Nickles.  Mr.  Chairman,  thank  you  veiy  much. 

Dr.  Reischauer,  it  is  a  pleasure  to  see  you  again.  I  would  like  to 
try  to  figure  out  the  change  in  deficit  estimates  from  last  year.  Now 
the  deficit  is  significantly  lower  this  year. 

In  January  1993,  you  thought  the  fiscal  year  1994  deficit  was 
going  to  be  $291  bilhon;  now  it  is  estimated  to  be  $223  billion.  That 
is  a  $68  billion  movement  in  the  right  direction.  Is  that  correct? 

Dr.  Reischauer.  Yes. 

Senator  Nickles.  How  much  of  that  was  due  to  spending  cuts? 

Dr.  Reischauer.  [Pause.] 

Senator  Nickles.  According  to  my  figures  we  did  not  have  any 
spending  cuts  in  1994. 

Dr.  Reischauer.  Legislation  has  increased  spending  by  $2  bil- 
hon. There  were  discretionary  spending  cuts  in  OBRA-93,  but  they 
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were  offset  by  emergency  measures  that  you  passed  during  the 
year. 

Senator  Nickles.  In  other  words,  spending  increases.  So  if  my 
figure  is  correct,  we  actually  had  a  spending  increase  fi"om  that 
baseline  of  about  $5  billion,  estimated  to  be,  for  this  year  1994;  tax 
increases  for  1994  of  $28  billion,  is  that  correct? 

Dr.  Reischauer.  Twenty-six  biUion  dollars. 

Senator  NiCKLES.  Economic  changes,  $13  billion? 

Dr.  Reischauer.  Economic  changes  to  spending,  $13  bilUon — 
that  is  correct. 

Senator  Nickles.  And  technical  and  others,  about  $32  billion? 

Dr.  Reischauer.  Thirty-one  biUion. 

Senator  Nickles.  OK  A  difference  of  $68  bilhon,  but  the  net  re- 
sult is  there  are  no  spending  cuts  on  the  baseline;  it  was  all  due 
to  tax  increases  and  to  change  in  economic  assumptions  and  tech- 
nical corrections. 

Dr.  Reischauer.  Yes,  but  let  us  recall  one  thing.  Built  into  the 
baseline  were  required  discretionary  spending  cuts  mandated  by 
the  1990  budget  agreement. 

Senator  Nickles.  They  came  fi^om  the  Andrews  Air  Force  Agree- 
ment, but  not  through  action  last  year. 

Dr.  Reischauer.  No;  so  cuts  were  required  by  the  Congress 

Senator  Nickles.  I  understand. 

Dr.  Reischauer  [continuing].  And  the  issue  you  faced  was 
whether  to  add  to  those  cuts. 

Senator  NiCKLES.  I  understand. 

Dr.  Reischauer.  There  were  no  tax  increases  or  mandatory 
spending  cuts  scheduled  to  take  effect  in  1994  as  a  result  of  the 
1990  budget  agreement. 

Senator  Nickles.  I  know.  We  had  significant  debate  over  that, 
and  I  was  just  trying  to  clarify  it. 

For  1995,  the  figures  are  $171  billion  estimated  deficit,  compared 
to  what  you  estimated  in  January  1983,  at  $284  billion,  so  a  dif- 
ference of  $113  billion.  Is  that  correct? 

Dr.  Reischauer.  Correct. 

Senator  Nickles.  Of  the  $113  billion  reduced  deficit,  how  much 
of  that  is  due  to  spending  cuts? 

Dr.  Reischauer.  Net  $6  bilUon  for  spending  cuts. 

Senator  Nickles.  How  much — I  show  $5  billion. 

Dr.  Reischauer.  Excuse  me.  I  guess  this  is  a  little  more  com- 
pUcated  than  I  was  implying  before,  because  there  are  deposit  in- 
surance cuts  and  there  are  also 

Senator  Nickles.  I  include  deposit  insurance  as  not  a — how 
much  from,  I  was  going  to  say,  a  policy  change. 

Dr.  Reischauer.  And  there  is  net  interest,  too,  that  is  associated 
with  the  pohcy  change,  but  you  probably  do  not  want  to  include 
that  either. 

Senator  Nickles.  No.  I  want  to  talk  about  policy  changes,  con- 
gressional policy  changes  on  the  spending  side.  It  is  $5  or  $6  bil- 
hon; isn't  that  correct? 

Dr.  Reischauer.  I  have  $6  bilhon  in  outlays  plus  $3  biUion  in 
net  interest  savings  plus  $2  billion  in  offsetting  receipts. 

Senator  Nickles.  Actually,  those  latter  two  would  be  under  the 
category  of  economic  change  or  technical  and  other  changes. 
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Dr.  Reischauer.  No,  no;  there  is  also  an  increase  in  revenues  of 
$43  billion.  The  deficit  goes  down  as  a  result  of  these  legislative 
changes.  The  fact  that  the  deficit  goes  down  reduces  interest  costs. 
We  attribute  the  interest  costs  to  the  legislated  savings. 

Senator  Nickles.  OK.  So  you  say  tax  increases  for  1995  of  how 
much— $43  bilhon? 

Dr.  Reischauer.  Forty-three  billion  dollars. 

Senator  Nickles.  Interest  savings  of  $3  billion? 

Dr.  Reischauer.  Yes. 

Senator  NiCKLES.  And  technical  and  other  changes 

Dr.  Reischauer.  No;  offsetting  receipts  of  $2  billion  and  outlays 
of  $6  billion.  And  then  if  we  went  over  to  the  technical  category, 
it  would  be  a  decline  of  $45  billion*  the  change  attributable  to  dif- 
ferent economic  forecasts  would  be  $15  billion. 

Senator  Nickles.  Of  that  $45  billion,  can  you  give  us  a  break- 
down of  the  technical  and  others? 

Dr.  Reischauer.  Deposit  insurance  is  $21  bilhon  of  it,  medicaid 
$8  billion,  medicare  $6  billion.  Civil  service  and  military  retirement 
is  $1  billion.  There  are  some  programs  that  go  up  by  about  a 
bilhon 

Senator  Nickles.  My  time  is  almost  up,  but  would  you  do  me  a 
favor  and  give  me  this  entire  thing  for  the  next  5  years? 

Dr.  Reischauer.  Yes;  I  have  the  chart  right  here,  and  I  will  be 
glad  to  give  you  a  copy  of  it. 

Senator  Nickles.  That  would  be  very  helpful.  Then  to  follow  up 
on  the  comment  that  Senator  Rollings  was  making,  I  do  not  come 
to  the  conclusion  that  we  need  a  giant  VAT,  but  I  am  very  con- 
cerned about  the  new  cost  escalations  that  are  proposed  in  the 
President's  health  care  proposal,  i.e.,  the  Federal  Government  pick- 
ing up  80  percent  of  the  health  retirement  expenses  for  early  retir- 
ees, people  between  the  ages  of  55  and  65;  long-term  health  care 
benefits;  prescription  drugs.  I  see  all  those  programs  as  massive  ex- 
pansions in  Federal  expenditures  that  I  am  afraid  have  been  gross- 
ly underestimated. 

Have  you  put  cost  analysis  on  all  these  programs,  proposals? 

Dr.  Reischauer.  We  are  in  the  midst  of  our  analysis  of  the  Presi- 
dent's health  care  proposal,  and  we  will  release  that  report  on  Feb- 
ruary 8,  I  will  be  glad  to  send  you  a  copy  of  it — and  meet  with  you 
if  you  want  to  discuss  it. 

Senator  Nickles.  I  imderstand  you  have  been  debating  whether 
it  would  be  classified  as  a  tax  or  not,  or  ofF-budget.  But  if  the  Fed- 
eral Government  is  mandating  that  businesses  and  individuals 
spend  this  money,  I  think  it  should  be  on-budget.  I  do  not  know 
where  you  are  in  that  decisionmaking  process,  but  I  think  it  is  aw- 
fully important  if  we  are  going  to  mandate  a  percentage  of  payroll 
tax  ranging  from  3.5  percent  to  7.9  percent,  that  it  be  listed  as  a 
tax,  and  I  hope  that  you  will  keep  that  in  mind. 

Have  you  made  that  decision? 

Dr.  Reischauer.  That  will  also  be  included  in  our  February  8  re- 
port. 

Senator  Nickles.  OK 

Thank  you,  Mr.  Chairman. 

Senator  DOMENICI.  Mr.  Chairman,  could  I  just  follow  on  on  this 
one? 
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Chairman  Sasser.  Yes. 

Senator  DOMENICI.  For  the  record  let  me  establish  a  point  of 
comparison  we  can  use  when  you  go  through  estimating  the  cost 
of  new  health  care  programs.  Just  for  the  record  I  would  appreciate 
it  if  you  would  indicate  how  far  off  we  have  been  in  the  past  when 
we  estimated  the  cost  of  starting  a  new  health  care  program. 

In  1965,  we  estimated  the  hospital  costs  under  medicare  for  1992 
to  be  $9  billion.  It  turned  out  to  be  $67  billion.  Those  kinds  of  in- 
creases are  not  just  from  inflation,  and  we  hope  that  we  do  not  un- 
derestimate these  three  new  programs  so  we  can  avoid  being  con- 
fronted with  a  similar  situation  4  or  5  years  from  now. 

Dr.  Reischauer.  Yes;  on  that  issue,  just  let  me  say  that,  of 
course,  when  medicare  and  medicaid  were  established,  there  was 
no  CBO,  and  I  think  the  rudimentary  nature  of  analysis  for  cost 
estimates  at  that  time  is  clear  to  everyone.  We  have  improved  over 
the  18  years  that  we  have  been  in  existence.  The  executive  branch 
has  improved  dramatically  as  well. 

But  I  do  have  to  defend  the  folks  who  put  together  these  esti- 
mates because  your  criticism  is  one  that  is  repeated  very  often. 
One  has  to  remember  that  over  this  30-year  period,  the  Congress 
has  enriched  these  programs,  and  it  is  really  a  bit  unfair  to  say 
that  the  folks  who  were  estimating  the  hospital  insurance  program 
in  1965  did  a  poor  job  of  guessing  how  much  expansion  the  Con- 
gress and  the  President  would  call  for  over  the  course  of  the  next 
30  yeEirs. 

Senator  DoMENici.  I  know  that,  but  I  do  not  know  how  much  we 
enriched  the  actual  hospital  part.  I  have  not  looked  into  that,  but 
I  do  not  think  we  changed  that  very  much. 

Dr.  Reischauer.  No,  I  have  not  looked  into  that  either. 

Senator  Domenici.  Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Senator  Conrad? 

Senator  Conrad.  Thank  you,  Mr.  Chairman. 

It  is  good  to  have  you  here,  Dr.  Reischauer,  and  this  is  probably 
the  best  news  that  we  have  had  any  time  since  I  have  been  a  mem- 
ber of  the  Budget  Committee.  Clearly  the  deficit  is  finally  going 
down;  it  is  going  down  dramatically,  and  according  to  your  testi- 
mony, it  is  going  down  in  large  measure  because  of  the  action  we 
took  last  year  to  cut  spending  and  raise  taxes.  Is  that  correct? 

Dr.  Reischauer.  That  is  correct. 

Senator  Conrad.  Now,  in  the  next  5  years,  starting  with  fiscal 
1994,  as  I  see  it,  the  deficit  outlook  has  improved,  starting  in  1994 
now,  by  $617  billion  over  the  year-ago  estimates.  Is  that  correct? 
I  am  taking  out  the  1993  improvement,  and  I  am  looking  just  at 
the  1994  through  1998. 

Dr.  Reischauer.  Yes. 

Senator  Conrad.  It  has  improved  by  $617  billion,  and  as  I  un- 
derstand your  testimony,  fully  $433  billion  of  that  is  due  to  the 
budget  agreement  that  we  struck  last  year  to  cut  spending  and 
raise  taxes.  Is  that  correct? 

Dr.  Reischauer.  Correct. 

Senator  Conrad.  So  more  than  two-thirds  of  the  improvement  is 
a  result  of  the  action  that  we  took  last  year. 

Dr.  Reischauer.  Right. 
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Senator  Conrad.  Dr.  Reischauer,  in  any  of  your  projections  is  the 
economy  going  to  crater  this  year? 

Dr.  Reischauer.  No;  we  have  an  economic  forecast  that 
underlies  our  budget  projections,  and  it  suggests  moderate  growth 
for  the  foreseeable  future,  growth  of  roughly  3  percent.  The  longer- 
run  projections  have  the  economy  growing  roughly  to  the  point 
where  actual  GDP  is  about  six-tenths  of  a  percent  below  potential 
GDP  and  then  growing  beyond  that  up  to  the  year  2004  according 
to  the  growth  of  potential  GDP. 

Senator  Conrad.  So  what  you  see  is  not  an  economy  cratering. 

Dr.  Reischauer.  Correct. 

Senator  Conrad.  I  just  bring  that  up  because  when  we  passed 
the  budget  agreement  last  year,  our  friends  on  the  other  side  of  the 
aisle,  led  by  the  Republican  leader,  said  that  if  we  passed  the  deal, 
the  economy  would  crater.  I  remember  very  well  their  forecast. 
They  were  wrong,  and  the  evidence  is  now  before  us. 

The  fact  is  we  did  the  right  thing.  We  have  reduced  the  deficit. 
For  the  first  time,  it  is  going  down  dramatically.  Economic  growth 
is  recovered.  We  have  the  lowest  interest  rates  in  20  years;  we 
have  the  strongest  economic  growth  in  5  years;  we  had  the  biggest 
1-month  drop  in  unemployment  in  nearly  a  decade,  and  finally,  the 
economy  is  going  in  the  right  direction  because  some  of  us  had  the 
courage  to  stand  up  and  do  things  that  were  not  terribly  popular 
by  cutting  spending  and  raising  taxes. 

Of  the  $433  billion  of  deficit  reduction  that  was  contained  in  the 
last  budget  agreement,  how  much  of  that  represented  spending 
cuts? 

Dr.  Reischauer.  Cuts  in  mandatory  progrsims  totaled  $77  bil- 
lion, and  cuts  in  discretionary  spending  represented  $68.5  billion. 
Roughly  $47  billion  was  in  debt  service,  which,  of  course,  is  spend- 
ing, although  some  may  not  want  to  include  it  in  this  calculation. 

Senator  Conrad.  All  right.  Let  me  ask  you  this.  Some  of  us  be- 
have that  further  spending  cuts  are  required.  A  number  of  us — I 
think  there  are  11  of  us.  Democrats  and  Repubhcans — have  put  to- 
gether a  package  of  an  additional  $109  billion  of  spending  cuts. 
Senator  Gregg  is  one  of  the  members  of  that  group. 

Do  you  believe  additional  spending  cuts  would  be  useful  in  terms 
of  reducing  the  deficit? 

Dr.  Reischauer.  Well,  certainly,  there  are  only  two  ways  to  re- 
duce the  deficit:  one  is  spending  cuts,  and  the  other  is  tax  in- 
creases. As  I  suggested  before,  I  cannot  imagine  any  comprehensive 
plan  that  did  not  include  some  of  each. 

Senator  Conrad.  Let  me  ask  you  this.  If  in  fact  we  enacted  fur- 
ther spending  cuts,  would  that  tend  to  reduce  pressure  for  increas- 
ing interest  rates,  given  a  recovering  economy? 

Dr.  Reischauer.  Well,  any  effort  to  reduce  the  deficit  is  going  to 
slow  down  the  economy  a  bit,  and  in  slowing  down  the  economy, 
it  will  reduce  the  demand  for  credit  and  will  moderate  inflation  and 
interest  rates. 

Senator  Conrad.  And  it  is  your  conclusion  from  the  prior  testi- 
mony that  what  is  needed  to  make  further  progress,  given  the  out- 
year  outlook,  is  for  us  to  take  additional  steps  at  deficit  reduction 
at  some  point? 

Dr.  Reischauer.  Correct. 
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Senator  CONRAD.  All  right.  Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Senator  Conrad. 

Senator  Dodd? 

Senator  DODD.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  Sasser.  Oh,  I  am  sorry.  I  did  not  see  Senator  Gregg 
at  the  end  of  the  dais. 

Senator  GREGG.  Under  the  new  design,  I  think  I  need  opera 
glasses  to  see  you. 

Senator  DODD.  We  have  all  been  in  that  chair  at  one  time  or  an- 
other. 

Senator  GREGG.  No;  this  is  a  new  chair.  They  put  it  here  for  me 
specially. 

Chairman  Sasser.  Senator  Gregg? 

Senator  Gregg.  Thank  you. 

I  appreciate  Dr.  Reischauer  being  here  today.  Just  to  follow  up 
a  Httfe  bit  on  what  Senator  Conrad  was  talking  about,  if  we  were 
to  go  forward  with  the  spending  reduction  proposal  which  was 
jointly  and  bipartisanly  sponsored,  in  the  range  of  $100  billion  oyer 
5  years,  it  is  your  opinion,  then,  that  that  would  first  positively  im- 
pact the  deficit  and  second,  positively  impact  interest  rates? 

Dr.  Reischauer.  I  have  not  examined  this  proposal  in  detail.  The 
issue  that  I  think  you  should  keep  in  front  of  you  is  that  you  have 
taken  a  major  step  in  deficit  reduction  in  the  past  8  months.  That 
action  is  going  to  slow  the  economy  down  a  bit.  Our  economy  is 
fairly  secure  in  its  recovery,  but  it  is  not  as  though  it  is  chugging 
along  like  gangbusters. 

We  Uve  in  a  very  uncertain  world  right  now,  one  in  which  our 
major  trading  partners  are  flat  on  their  backs.  There  is  a  good  deal 
of  uncertainty  surrounding  the  world  economic  situation,  uncer- 
tainty that  should  clear  up,  I  would  say,  in  the  next  2  years.  The 
international  economic  environment  should  be  stronger  several 
years  fi-om  now,  in  which  case  we  could  expect  to  get  more  help  for 
our  economy  fi"om  foreign  demand.  Right  now,  we  are  not  getting 
that  help.  We  are  firing  on  seven  out  of  the  eight  cylinders,  and 
there  is  nothing  we  can  do  about  that. 

As  I  said,  over  the  long  run,  I  think  deficit  reduction  is  terribly 
important,  and  it  is  terribly  important  to  keep  our  attention  fo- 
cused on  that.  But  in  a  sense,  people  are  acting  as  though  they  had 
so  much  fun  in  August  that  they  want  to  do  it  again.  I  guess  I  was 
watching  a  different  station  last  summer. 

Senator  Gregg.  Well,  maybe  we  just  feel  that  we  have  not  slayed 
the  dragon  yet. 

On  the  issue  of  health  care,  to  follow  up  on  Senator  Domenici's 
question,  conceptually,  how  could  you  not  have  to  put  on-budget  a 
mandated  tax?  If  the  Clinton  bill  were  passed  as  structured,  it  says 
that  people  will  have  to  pay  7.9  percent  of  payroll  or,  if  they  are 
under  a  certain  number  of  employees,  that  will  ratchet  down  to  3.5 
percent  of  pa5rroll.  But  that  payment  has  no  relevance  to  what  they 
receive  as  far  as  a  benefits  package.  In  other  words,  if  you  pay  3.5 
percent  of  payroll  or  you  pay  7.9  percent  of  payroll,  you  get  the 
same  benefit.  It  is  therefore  not  a  premium.  You  are  not  buying 
something  and  getting  something  for  it.  You  are  paying  a  tax  which 
is  then  redistributed  amongst  the  various  health  care  providers 
through  a  federally-sponsored  agency  called  the  health  aUiance, 
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which  is  a  monopoly  and  which  is  basically  a  quasi-governmental 
entity. 

How  can  you  not  account  for  that  on-budget  as  a  tax — I  mean, 
under  the  terms  of  the  structure  of  the  Clmton  language  within 
their  bill  as  proposed? 

Dr.  Reischauer.  As  I  said  earUer,  our  report  on  this  issue  will 
be  available  February  8.  And  just  as  an  aside,  your  description  was 
not  a  description  of  the  majority  of  people,  because  I  believe  the 
majority  of  employees  will  be  working  in  uncapped  firms  that  are 
not  up  against  the  percentage-of-payroU  caps.  It  is  a  very  com- 
phcated  issue  on  which  I  hope  to  shed  some  light  February  8. 

Senator  GREGG.  We  look  forward  to  that.  It  is  a  complicated 
issue,  but  I  do  hope  you  will  refer  to  the  reality  of  it  as  a  tax  as 
versus  a  premium,  because  you  are  not  buying  what  you  are  get- 
ting. 

On  the  second  issue,  I  notice  that  you  have  11  percent  rate  of  in- 
crease here  as  calculated — at  least,  that  was  your  statement — for 
medicaid  and  medicare  over  this  period.  We  have  seen  over  the  last 
year  and  a  half,  2  years  now,  that  the  rate  of  growth  in  the  private 
sector  of  health  care  costs  is  about  4  percent.  So  what  your  esti- 
mates are  essentially  saying  is  that  although  the  private  sector  has 
its  house  in  order  to  some  degree  on  the  cost  control  issue  of  health 
care,  you  do  not  anticipate  that  the  Federal  Government  will  have 
its  house  in  order,  and  that  basically,  this  seems  to  fly  in  the  face, 
again,  of  the  CUnton  proposal  that  the  Federal  Government  become 
the  primary  controller,  sponsor,  and  dominant  force  within  the 
health  care  industry. 

Dr.  Reischauer.  We  have  medicaid  spending  coming  down  very 
substantially.  It  grew  at  close  to  30  percent  a  year  for  the  2  years 
before  1993,  and  we  have  it  coming  all  the  way  down  to  roughly 
11  percent  or,  12  percent  in  1993. 

The  medicare  segment,  of  course,  is  being  driven  in  part  by  the 
fact  that  the  number  of  beneficiaries  is  increasing.  It  is  also  being 
driven  by  the  same  forces  that  are  driving  the  private  health  care 
market  in  terms  of  increased  utilization  and  intensity  of  services. 
And  I  do  not  think  that  our  projections  indicate  that  different 
forces  are  driving  spending  in  the  private  sector  as  opposed  to  the 
government  sector.  We  have  a  complete  report  on  that,  and  al- 
though we  do  recognize  the  rather  substantiaJ  falloff  in  health  care 
inflation  over  the  past  year  or  so,  we  have  taken  that  into  account. 

Senator  Gregg.  So  you  are  saying  that  within  your  numbers,  you 
are  assuming  that  the  actual  health  care  increases  that  medicare 
is  paying  are  only  in  the  4  percent  range,  but  because  of  increased 
personnel,  increased  utilization,  and  some  other  factors,  it  is  up  at 
11  percent? 

Dr.  Reischauer.  There  is  a  complex  set  of  restraints  on  the  pace 
at  which  reimbursements  to  hospitals  and  reimbursements  to  phy- 
sicians can  increase  in  the  Medicare  Program.  By  and  large,  those 
increases  are  below  the  increases  that  have  occurred  in  the  private 
sector.  So  what  is  driving  this  government  sector  are  things  that 
are,  in  a  sense,  beyond  unit  price.  And  we  have  built  all  that  in, 
yes. 

Senator  Gregg.  Can  we  get  a  copy  of  that? 

Dr.  Reischauer.  Yes. 
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Senator  Gregg.  Thanks. 

Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Senator  Gregg. 

Senator  Dodd? 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman. 

Dr.  Reischauer,  first  of  all,  it  is  a  pleasure  to  see  you,  and  let 
me  commend  you  for  your  statement.  I  think  it  was  a  very  good 
statement  and  a  helpful  statement. 

I  would  be  remiss  if  I  did  not  at  the  outset  give  credit  where 
credit  is  due.  Too  often,  as  we  talk  about  events  of  the  past,  they 
become  blurred  as  to  responsibiUty.  Clearly,  President  Clinton  de- 
serves, in  my  view,  a  great  deal  of  credit  for  having  the  courage 
to  recommend  a  proposal  that  was  not  going  to  win  him  friends. 
It  is  much  easier  to  tell  people:  I  am  going  to  cut  your  taxes  and 
raise  your  spending.  That  is  a  guaranteed  way  of  winning  friends 
almost  everywhere.  Telling  them  you  are  going  to  raise  taxes  and 
cut  their  spending  is  usually  a  formula  for  disaster,  pohtically 
speaking.  So  he  deserves  a  great  deal  of  credit  for  having  the  cour- 
age to  propose  a  serious  and  responsible  deficit  reduction  package 
and  to  fight  as  hard  for  its  victory. 

Our  Chairman  here,  the  chairman  of  this  committee,  Chsdrman 
Sasser,  also  deserves  much  credit  for  managing  this  product  on  the 
floor  of  the  United  States  Senate,  and  securing  its  passage  in  the 
face  of  great  opposition.  His  colleague  sitting  to  his  right.  Senator 
Domenici,  has  been  in  that  chair  in  the  past — those  were  my  first 
6  years  in  the  Senate — and  it  is  a  thankless  job  in  many  ways.  But 
I  think  the  country  owes  a  debt  of  gratitude  to  the  senior  Senator 
fi"om  Tennessee  for  the  remarkable  job  he  did  last  simimer  in  shep- 
herding this  product  through.  I  was  pleased  to  support  it.  As  Sen- 
ator Conrad  said,  it  was  not  easy. 

I  would  like  to  follow-up  on  Senator  Conrad's  question.  If  I  heard 
your  response  to  his  inquiries  about  a  package — which  you  prob- 
ably have  not  had  a  chance  to  look  at  specifically — one  that  our  col- 
league from  New  Hampshire  is  also  part  of — I  heard  you  sajdng  it's 
appropriate  for  the  Congress  to  exercise  some  caution  having 
passed  a  substantial  deficit  reduction  package  last  year,  and  wit- 
nessing signals  of  an  improving  economy,  we  should  be  a  bit  cau- 
tious at  this  particular  juncture.  Am  I  correct  in  hearing  you? 

Dr.  Reischauer.  Yes;  I  think  deficit  reduction  was  an  urgent 
problem  last  year  and  is  less  urgent  now.  Over  the  long  run,  the 
urgency  will  increase  again. 

Senator  Dodd.  WeU,  you  said  earher  that  there  are  two  ways  to 
reduce  the  deficit.  One  is  to  cut  spending,  and  the  other  is  to  raise 
taxes.  And  I  started  to  jump  in,  because  I  have  always  thought  the 
best  way  to  reduce  the  deficit  is  to  have  a  growing  economy.  Are 
you  suggesting  that  if  we  were  to — as  you  said,  I  think  rather  clev- 
erly, continue  the  good  time  we  had  last  August,  that  we  might 
very  well  jeopardize  the  kind  of  economic  growth  that  we  are  look- 
ing at,  and  you  are  projecting  here? 

Dr.  Reischauer.  If  too  ambitious  a  package  of  deficit  reduction 
were  undertaken  too  soon,  that  could  be  the  case,  yes. 

Senator  Dodd.  You  have  also  suggested  that  in  the  latter  years 
of  your  projections,  because  of  health  care,  we  will  be  looking  at  an 
increase  in  that  deficit,  barring  other  factors  that  we  cannot  cal- 
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culate.  By  that — and  again,  I  am  moving  you  a  bit  into  a  policy 
area — I  guess  what  I  am  trying  to  find  out  is  do  you  think  we  are 
misguided  in  any  way  by  taking  on  this  issue  of  trying  to  hold 
down  costs.  I  am  looking  at  niumbers  that  suggest  a  $1  trillion 
health  care  cost  today  to  our  economy,  growing  to  $2  trillion  in  the 
early  part  of  the  next  century. 

One  thousand  one  hundred  dollars  in  the  cost  of  an  American- 
produced  automobile  is  health  care  costs.  That  is  more  than  the 
cost  of  steel  in  that  car. 

In  my  State,  they  are  talking  about  going  fi'om  some  $6,000  in 
premium  cost  for  a  family  of  four  today  to  over  $12,000  by  the  end 
of  the  decade,  or  higher,  from  14  percent  to  almost  18  percent  of 
payroll. 

It  seems  to  me  we  can  argue  about  what  a  health  care  reform 
package  ought  to  look  like  to  try  euid  hold  down  costs,  but  I  am  in- 
terested in  your  views  on  whether  our  priorities  are  straight  in  try- 
ing to  grapple  with  this  particular  issue,  given  the  projections  that 
we  have  seen. 

Dr.  Reischauer.  Yes,  I  think  it  is  an  appropriate  focus  of  policy 
action,  not  only  from  the  standpoint  of  the  impact  that  the  current, 
let  us  say,  inefficiencies  in  our  health  system  have  on  the  economy 
but  also  from  the  standpoint  of  equity. 

Senator  DODD.  Thank  you. 

I  do  not  know  if  this  is  appropriate.  If  I  am  getting  a  little  paro- 
chial here,  you  can  stop  me.  But  I  just  quickly  wanted  to  ask  you 
if  you  could  give  us  some  kind  of  a  judgment  on  the  New  England 
economy.  We  have  been  having  our  problems.  Can  you  share  with 
us  on  a  regional  basis  the  impact  of  some  of  these  decisions? 

Senator  Sarbanes.  Be  forewarned  that  that  leads  into  a  question 
about  the  Connecticut  economy.  [Laughter.] 

Senator  DODD.  I  thought  I  would  start  with  the  more  macro  as- 
pect. 

Dr.  Reischauer.  What  street  do  you  live  on?  [Laughter.] 

We  do  not  do  regional  or  State  work. 

Senator  Dodd.  Well,  did  you  look  at  regions  at  all  when  you 
looked  at  this? 

Dr.  Reischauer.  No. 

Senator  Dodd.  Mr.  Chairman,  thank  you  very  much. 

Chairman  Sasser.  Thank  you,  Senator  Dodd,  and  I  thank  you  for 
your  very  kind  and  gracious  comments. 

Senator  Lott? 

Senator  Lott.  Thsuik  you,  Mr.  Chairman.  Since  I  missed  most  of 
the  questions,  I  do  not  know  exactly  what  has  already  been  asked. 
I  do  not  want  to  repeat,  but  there  are  just  a  couple  of  points  I 
would  like  to  clarify  for  my  own  interest. 

Do  projections  that  you  are  talking  about  include  health  care  re- 
form, if  any,  or  welfare  reform? 

Dr.  Reischauer.  They  are  based  on  the  assumption  that  the  poli- 
cies in  existence  today  continue  for  the  next  10  years. 

Senator  Lott.  Well,  obviously,  that  could  have  a  tremendous  im- 
pact either  way. 

Dr.  Reischauer.  Correct. 

Senator  LOTT.  I  understand — we  were  told — that  you  did  not 
want  to  get  into  the  health  care  area,  and  perhaps  you  have  said 
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it  again.  I  know  that  you  just  answered  some  questions  about  that 
area  in  general.  But  did  you  respond  to  a  question  about  the  health 
care  plan  being  on-  or  off-budget  or,  are  you  going  to  respond  to 
that  in  the  next  appearance? 

Dr.  Reischauer.  No;  I  did  respond  three  times,  if  I  am  correctly 
counting.  [Laughter.] 

And  I  will  be  glad  to  not  respond  it  a  fourth  time. 

Senator  LOTT.  Well,  let  me  ask  you  this.  You  do  expect  to  be  pre- 
pared to  respond  to  that  subsequently?  Are  we  going  to  have  an- 
other Budget  Committee  hearing  in  which  you  are  going  to  address 
that  particular  area? 

Dr.  Reischauer.  I  am  going  to  testify  before  the  House  Ways 
and  Means  Committee  on  February  8,  and  I  expect  that  that  will 
be  an  issue. 

Senator  LOTT.  I  understand  why  you  would  not  want  to  respond 
to  it  today  or  then,  but  you  are  going  to  have  to  respond  to  it,  be- 
cause we  are  going  to  have  to  make  a  decision  on  it.  So  we  need 
your  honest  advice  and  interpretation  of  what  that  would  mean, 
£ind  we  will  be  coming  back  to  you  with  that  again  later  on. 

Dr.  Reischauer.  I  might  say  in  forewarning  on  that  topic  that 
CBO's  views  are  advisory  only.  How  the  issue  is  treated  on  the 
House  and  Senate  floors  is  really  a  determination  of  the  budget 
committees. 

Senator  LoTT.  Unless  we  take  action  in  the  so-called  entitle- 
ments areas,  we  are  going  to  see  these  deficit  numbers  go  up  in  the 
outyears  beginning,  I  guess,  in  1998  or  1999;  isn't  that  correct? 

Dr.  Reischauer.  That  is  correct,  but,  as  I  pointed  out  earUer,  the 
entitlement  programs  that  are  not  health  related  are  growing  no 
faster  than  the  economy  as  a  whole.  So  over  the  next  10  years,  they 
really  are  not  a  cause  of  the  upturn  in  the  deficit  that  is  expected 
after  1997. 

Senator  LoTT.  Well,  what  is  the  cause? 

Dr.  Reischauer.  Medicare  and  medicaid. 

Senator  LOTT.  Mr.  Chairman,  I  think  since  I  missed  most  of  the 
questions,  I  will  not  repeat  other  questions.  I  expect  to  be  here  next 
time,  on  time  and  with  more  questions. 

Thank  you. 

Chairman  Sasser.  Thank  you  very  much.  Senator  Lott. 

Senator  Sarbanes? 

Senator  Sarbanes.  Thank  you  very  much,  Mr.  Chairman. 

First,  I  want  to  echo  the  comments  made  by  others  in  recognition 
of  the  extraordinary  leadership  which  I  think  you  provided  both  in 
the  committee  and  on  the  floor  last  year,  as  we  dealt  with  the 
budget  matter,  which  I  think,  as  has  been  stated  here  today,  con- 
tributed to  this  favorable  report  that  we  have  received,  I  think,  on 
the  state  of  the  economy  and  on  the  reduction  in  the  deficit.  I  know 
at  the  time,  you  were  under  attack  by  some,  but  it  seems  to  me 
events  have  proven  you  out,  and  I  for  one  do  not  think  we  would 
have  this  kind  of  a  very  positive  report  with  respect  to  deficit  re- 
duction but  for  your  leadership,  and  I  certainly  want  to  join  with 
others  in  acknowledging  that. 

Chairman  Sasser.  Thank  you,  Senator  Sarbanes. 

Senator  LOTT.  Could  I  ask  just  one  more  question? 
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Chairman  Sasser.  Yes.  Do  you  want  to  say  something  nice  about 
the  chairman,  also?  [Laughter.] 

Senator  LOTT.  Well,  Mr.  Chairman,  I  know  Tennessee  is  going  to 
do  well  in  football  now  that  they  have  Peyton  Manning  on  their 
team.  So  that  is  the  nicest  thing  I  want  to  say  at  this  point. 

I  have  just  one  question.  What  is  your  estimate  of  the  impact  of 
interest  rates  on  the  deficit?  For  every  point  that  interest  rates  fall, 
can  you  give  me  some  ball  park  estimate  of  what  impact  that  has 
on  the  deficit?  Are  we  talking  $30  billion — what?  Or  for  instance, 
if  interest  rates  were  3  points  higher,  what  would  be  the  impact 
on  the  deficit? 

Dr.  Reischauer.  We  have  estimates  on  the  impact  of  a  1  per- 
centage point  annual  increase  in  interest  rates  beginning  in  Janu- 
ary 1994  and  extending  beyond.  They  are  in  this  book  that  we  re- 
leased today,  our  report.  An  increase  of  1  percentage  point  in  inter- 
est rates  would  lead  to  an  increase  in  the  deficit  of  $5  bilUon  in 
the  first  year,  1995 — of  course,  we  are  a  quarter  of  the  way  through 
the  fiscal  year  when  this  begins — and  if  it  persisted,  you  would 
have  an  increase  by  1999  of  $42  billion. 

Senator  LOTT.  For  just  one  point? 

Dr.  Reischauer.  An  increase  of  1  percentage  point  in  interest 
rates. 

Senator  Lott.  Thank  you,  Mr.  Chairman. 

Senator  DOMENICI.  Would  the  Senator  yield  for  a  clarification? 

Senator  Sarbanes.  Yes. 

Senator  DOMENICI.  Doctor,  that  1  percent  that  you  referred  to  is 
not  the  total  fact  of  how  much  cumulative  interest  rates  come  up 
or  down.  The  mix  of  short-term  and  long-term  acquisition  of  bonds 
is  also  relevant,  is  it  not? 

Dr.  Reischauer.  Yes,  but  I  beUeve  this  calculation  holds  that 
constant.  This  holds  the  mix  constant  through  time. 

Senator  DOMENICI.  As  it  was  when — now? 

Dr.  Reischauer.  Right. 

Senator  Domenici.  Thank  you. 

Chairman  Sasser.  Senator  Sarbanes? 

Senator  Sarbanes.  I  assume  none  of  this  is  out  of  my  time. 

Chairman  Sasser.  No;  you  can  start  all  over  again.  Senator  Sar- 
banes. 

Senator  Lott.  Thank  you  for  yielding. 

Senator  Sarbanes.  Thank  you  very  much. 

Actually,  the  response  you  just  gave  is  with  respect  to  the  carry- 
ing charge  on  the  debt? 

Dr.  Reischauer.  It  affects  everything.  It  affects  outlays  in 
health. 

Senator  Sarbanes.  You  are  not  factoring  in  the  impact  on  eco- 
nomic activity  by  a  rise  in  the  rates. 

Dr.  Reischauer.  No. 

Senator  Sarba>jes.  You  are  holding  that — ^you  are  assuming  you 
wiU  get  whatever  growth  you  are  projecting  despite  the  higher 
rates? 

Dr.  Reischauer.  Yes;  this  is  a  partial  analysis. 

Senator  Sarbanes.  That  is  not  an  altogether  comprehensive  or 
reaUstic  assumption,  is  it? 
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Dr.  Reischauer.  No;  usually,  all  of  the  elements  of  the  economy 
are  intertwined  together. 

Senator  Sarbanes.  Exactly.  I  want  to  draw  you  out  a  bit  on  a 
subject  that  was  being  pursued  here  earlier,  which,  I  guess  to  put 
it  in  simplest  terms,  you  take  some  medicine,  and  you  start  getting 
well,  and  then  someone  says:  You  ought  to  take  more  of  that  medi- 
cine; it  would  make  you  well  even  sooner.  Now,  that  may  or  may 
not  be  the  case.  Most  doctors  when  they  prescribe  medicine  do  it 
in  calculated  amounts,  and  they  see  your  recovery  as  progressing 
over  a  period  of  time,  and  sometimes  if  you  take  too  much  medicine 
too  quickly,  you  do  not  get  better,  but  you  get  worse. 

Now,  having  made  that  hesdth  care  analogy — and  I  do  not  for  the 
moment  want  to  argue  whether  that  ought  to  be  on-budget  or  off- 
budget;  I  may  get  to  that  subject  in  a  minute — but  I  think  it  is  im- 
portant for  you  to  spell  out  here  on  this  hearing  on  this  deficit  re- 
duction question,  and  I  understood  you  to  be  doing  it,  that  there 
is  the  possibility  if  you  try  to  do  too  much  deficit  reduction  too 
quickly  that  you  may  provoke  the  economy  into  a  downturn,  and 
you  therefore  lost  the  benefits  that  flow  to  you  fi*om  an  upsurge, 
an  upturn  in  the  economy.  Is  that  not  possible? 

Now,  it  is  difficult  to  know  where  to  put  the  line,  but  just  as  a 
matter  of  concept,  is  that  not  correct? 

Dr.  Reischauer.  That  is  correct,  and,  as  I  suggested,  we  esti- 
mate that  the  action  you  took  this  summer  will  slow  the  economy 
about  two-tenth  to  three-tenth  of  a  percentage  point  this  year  and 
next  year. 

Senator  Sarbanes.  So  what  we  are  doing  at  the  moment  is  we 
are  getting  some  slowing  of  the  economy  off  the  fiscal  side,  hope- 
fully some  impetus  or  expansion  to  the  economy  off  the  monetary 
side 

Dr.  Reischauer.  It  is  the  net  effect  of  the  two  that  I  have  just 
given  you. 

Senator  Sarbanes.  Oh,  you  are  giving  me  the  net  effect. 

Dr.  Reischauer.  The  net  effect. 

Senator  Sarbanes.  So  the  fiscal  effect  would  be  even  greater 
than  what  you  just  outlined.  Well,  isn't  there  the  danger  if  you  try 
to  pile  onto  that,  that  your  economy  may  in  fact  slump  downward 
rather  than  continuing  on  an  upward  trend? 

Dr.  Reischauer.  Certainly;  if  you  took  too  aggressive  a  deficit  re- 
duction step,  that  would  be  the  case. 

Senator  Sarbanes.  Now,  if  the  economy  slumped  downward  be- 
cause you  were  trying  to  do  even  more  on  deficit  reduction,  the  con- 
sequence of  the  downward  slump  in  the  economy  would  be  to  in- 
crease your  deficit,  would  it  not? 

Dr.  Reischauer.  It  could  completely  offset  the  actions  that  you 
had  taken  to  cut  the  deficit. 

Senator  Sarbanes.  That  is  right,  as  I  understand  it,  because  in 
other  words,  you  take  these  actions,  but  unfortunately  the  con- 
sequence of  them  would  be  to  slow  the  economy  and  turn  it  down- 
ward, and  the  consequence  of  that  slowing  of  the  economy  would 
be  to  actually  raise  the  deficit. 

I  mean,  we  are  getting  some  benefit  now  in  our  deficit  reduction 
because  of  the  growth  in  the  economy,  is  that  not  correct,  right 
now,  in  the  current  circumstances? 
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Dr.  Reischauer.  Well,  the  economy  was  growing  anyway  and 
would  have  been  growing  even  if  you  had  not  taken  the  steps  you 
did  to  reduce  the  deficit.  On  balance,  the  steps  you  took  slowed  the 
economy  slightly.  But  you  accepted  that  pain  because  over  the 
longer  run,  the  economy  will  be  stronger. 

Senator  Sarbanes.  Yes;  the  economy  is  recovering  strong  enough 
to  carry  the  deficit  reduction. 

Dr.  Reischauer.  To  carry  the  fiscal  restraint  associated  with  def- 
icit reduction. 

Senator  Sarbanes.  But  you  always  have  to  worry  not  to  put  so 
much  fiscal  restraint  on  in  a  short  time  period  that  the  economy 
is  unable  to  carry  it. 

I  agree  with  your  ansdysis  of  the  need  for  deficit  reduction  over 
time,  as  I  understood  it,  and  you  put  that  in  your  report,  including 
of  course,  particularly  in  the  outyears,  bringing  the  health  care 
costs  under  control.  But  I  think  we  have  to  be  very  careful  what 
we  do  in  the  time  period  in  which  we  find  ourselves.  After  all,  the 
last  quarter  of  1992  had  a  growth  rate  of  what — GNP  growth  rate 
in  the  last  quarter  of  1992? 

Dr.  Reischauer.  I  beheve  it  was  5.7  percent. 

Senator  Sarbanes.  Five  point  seven. 

Chairman  Sasser.  The  last  quarter  of  1992  was  5.7? 

Senator  Sarbanes.  The  fourth  quarter.  Is  that  right? 

Dr.  Reischauer.  Yes,  I  believe  it  is. 

Senator  Sarbanes.  OK  And  in  the  first  quarter  of  1993,  it 
dropped  to  eight-tenths  of  a  percent;  is  that  correct? 

Dr.  Reischauer.  Correct. 

Senator  Sarbanes.  The  second  quarter  of  1993  was  1.7  percent? 

Dr.  Reischauer.  I  believe  it  was  1.9  percent,  revised.  It  was  1.7 
percent  and  revised  up  to  1.9  percent. 

Senator  Sarbanes.  All  right.  I  am  not  with  the  revision.  And  the 
third  quarter,  2.8  percent? 

Dr.  Reischauer.  You  are  really  testing  me  here — 2.7  percent. 

Senator  Sarbanes.  All  right.  And  the  fourth  quarter,  we  do  not 
have  that  yet. 

Dr.  Reischauer.  We  do  not  have  that  yet. 

Senator  Sarbanes.  What  do  we  expect? 

Dr.  Reischauer.  Private  forecasters  are  assuming  something  be- 
tween 5  percent  and  6  percent,  I  believe. 

Senator  Sarbanes.  Well,  Mr.  Chairman,  the  point  I  am  obviously 
trying  to  lay  out  here  is  that  we  had  a  growth  in  the  fourth  quarter 
of  1992  that  was  quite  strong,  and  then  we  took  a  drop,  and  we 
have  come  back,  and  we  have  picked  up  the  recovery,  and  we  have 
had  good  growth  in  the  fourth  quarter,  and  the  forecasts  are  good. 
The  forecasts  were  not  that  way  a  year  ago.  People  saw  weakness 
in  the  economy  both  fi*om  CBO  and  fi*om  the  Blue  Chip  forecasts. 
But  nevertheless  I  think  we  are  not  in  a  period  yet  where  we  can 
fully  assume  that  the  economy  is  just  moving  along,  so  I  think  we 
stiU  have  to  show  some  prudence  and  some  caution  here  in  terms 
of  how  we  address  the  economy. 

It  seems  to  me  the  place  now  to  focus  with  respect  to  the  deficit 
problem  is  not  immediately,  but  over  the  middle  to  long  term,  in- 
cluding, of  course,  the  hegdth  care  cost  issue.  But  you  want  some 
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strong  growth  and  recovery  in  the  economy,  and  as  that  is  taking 
place,  you  want  to  be  constantly  working  at  the  deficit  reduction. 

Are  you  sympathetic  to  that  way  of  looking  at  this  problem? 

Dr.  Reischauer.  You  know,  I  would  rather  not  get  into  micro 
suggestions — should  you  cut  more  this  year  or  not.  The  economy 
could  withstand  a  small  amount  of  additional  deficit  reduction. 
Whether  that  would  be  wise  or  not  really  is  a  judgment  for  you  to 
make. 

I  think  there  is  much  more  to  this,  actually,  than  simply  the  con- 
dition of  the  economy.  We  are  in  a  situation  right  now  in  which  we 
are  ratcheting  back  certain  segments  of  our  government  establish- 
ment at  a  very  rapid  rate — the  Defense  Department  in  particular, 
but  certain  other  areas  as  well. 

Even  if  the  economy  could  withstand  more  deficit  reduction,  you 
do  not  want  to  create  a  poUtical  situation  in  which  there  is  a  back- 
lash from  the  American  people  because  they  feel  that  the  govern- 
ment programs  they  have  come  to  depend  on  are  changing  too  rap- 
idly and  placing  too  much  of  a  burden  on  them  suddenly.  You 
might  lose  the  long-run  gain  that  we  have  so  far  locked  in  place. 

I  was  trjdng  to  suggest  earlier  that 

Senator  Sarbanes.  Well,  that  is  an  interesting  point,  your  talk- 
ing about  the  reaction  to  it.  I  guess  there  is  also  the  dimension  that 
if  you  ratchet  back  in  a  sort  of  orderly,  sustained  way,  that  is  a 
more  efficient  and  effective  way  to  do  it  than  if  you  are  doing  it 
in  leaps  and  bursts  and  then  pulling  back  and  then  going  forward 
again,  where  you  get  this  kind  of  stop-go  pattern  to  the  consolida- 
tion. 

Dr.  Reischauer.  As  I  also  suggested  earher,  there  is  a  good  deal 
of  uncertainty  about  the  strength  of  our  foreign  trading  partners' 
economies,  and  that  has  a  substantial  impact  on  the  United  States 
economy.  If  the  current  pohtical  crisis  in  Japan  leads  to  failure  of 
the  fiscal  stimulus  package  there  and  to  negative  growth  in  that 
economy,  and  if  Germany  sUps  back,  it  will  weaken  the  United 
States  economy. 

Senator  Sarbanes.  Well,  thank  you  very  much,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you.  Senator  Sarbanes. 

Dr.  Reischauer,  a  lot  of  Americans  think  that  the  Administration 
raised  their  taxes  last  year.  One  study  found  that  80  percent  of  the 
public  thinks  they  will  be  paying  more  income  taxes  to  the  Internal 
Revenue  Service  on  April  15.  I  think  an  NBC  poll  indicated  that 
some  82  percent  of  the  American  pubhc  think  they  will  be  paying 
more  income  tax  come  April  15  as  a  result  of  the  Administration's 
deficit  reduction  plan  last  year. 

I  took  a  look  at  the  impact  of  the  deficit  reduction  plan  on  my 
native  State  of  Tennessee,  and  what  I  found  was  that  1  percent  of 
Federal  taxpayers  or  Federal  tax  filers  in  my  State  of  Tennessee 
will  have  their  income  taxes  raised;  16  percent,  conversely,  will  get 
a  tax  cut;  and  83  percent  will  see  absolutely  no  change  in  their  in- 
come tax  liability  at  all. 

Now,  I  ask  you.  Dr.  Reischauer,  and  perhaps  you  can  put  this 
issue  to  rest:  What  percent  of  taxpayers  wiU  face  a  higher  income 
tax  bill  on  April  15  because  of  the  CUnton  Economic  Program  or 
deficit  reduction  plan? 
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Dr.  Reischauer.  Well,  on  the  one  hand,  if  you  look  at  the  income 
tax  returns  that  will  be  filed  in  April,  1.3  milhon  filers — which 
amounts  to  1.2  percent  of  all  filers — will  see  their  tax  liabilities  in- 
crease as  a  result  of  the  tax  increases  that  were  enacted  last  year. 
On  the  other  hand,  roughly  20  percent  of  tax  filing  units  receive 
the  earned  income  tax  credit,  and  virtually  all  of  them  will  receive 
a  tax  cut. 

So  the  numbers  that  you  have  for  the  State  of  Tennessee  are 
really  not  far  fi*om  the  National  average.  The  vast  majority  of 
Americans  will  be  totally  unaffected  for  tax  filing  year  1993,  and 
the  number  that  will  receive  reductions  in  their  liabiUties  will  far 
outnumber  the  number  that  will  receive  increased  t£ix  bills. 

Chairman  Sasser.  So  1.2  percent  will  see  their  income  taxes  go 
up;  20  percent  will  see  their  income  taxes  go  down  as  a  result 
of 

Dr.  Reischauer.  Somewhere  between  16  percent  and  20  percent, 
yes. 

Chairman  Sasser  [continuing].  As  a  result  of  the  earned  income 
tax  credit;  and  the  overwhelming  majority,  some  78  percent,  will 
see  no  change  whatsoever  with  regard  to  income  tax. 

Dr.  Reischauer.  That  is  right. 

Chairman  Sasser.  I  am  glad  to  get  that  clarified,  because  there 
has  been  a  lot  of  conversation  around  here  about  whose  taxes  are 
going  to  be  raised,  and  I  expect  there  wiU  be  even  more  efforts  to 
puff  up  this  smoke  screen  in  the  coming  months. 

Dr.  Reischauer,  less  than  1  month  after  enactment  of  the  1990 
budget  agreement  that  we  worked  on  with  the  Bush  administration 
and  Senator  Domenici  and  others,  CBO  issued  a  report  adding 
more  than  $200  bilhon  to  the  deficits  that  had  been  projected 
under  that  1990  agreement. 

Now,  in  contrast,  the  deficit  projected  for  last  year's  budget 
agreement  has  actually  decUned  by  more  than  $100  billion  during 
the  last  3  months. 

I  guess  the  question  is  what  did  we  do  right  this  time,  and  what 
can  we  learn  from  this  experience? 

Dr.  Reischauer.  Only  have  deficit  reduction  agreements  at  the 
right  point  in  the  business  cycle.  [Laughter.] 

Chairman  Sasser.  That  is  exactly  what  I  thought  you  would  say. 
So  those  who  say  that  the  1990  Budget  Agreement  really  was  coun- 
terproductive in  the  sense  that  it  increased  the  deficits  are  sub- 
stantially in  error,  are  they  not? 

Dr.  Reischauer.  Completely  in  error.  The  1990  Agreement  re- 
duced deficits  by  something  like  $480  billion  over  the  5-year  period. 
The  fact  that  actual  deficits  rose  in  the  first  2  years  after  the 
agreement  was  enacted  was  not  an  indication  of  the  failure  of  the 
package  but  rather  was  attributable  to  a  serious  misestimate  on 
the  part  of  CBO  and  the  Office  of  Management  and  Budget  of  the 
seriousness  of  the  underljdng  structural  problem  that  faced  this 
country.  Deficits  would  have  been  even  higher  had  you  not  enacted 
that  1990  package. 

Remember  that  when  that  package  was  being  put  together,  we 
were  at  the  turning  point  of  a  business  cycle,  and  we  were  produc- 
ing £dl  of  the  estimates  from  a  basically  outdated  economic  forecast 
because  nobody  wanted  to  change  the  forecast  every  week.  In  addi- 
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tion,  as  the  negotiations  proceeded,  the  Iraqis  invaded  Kuwait,  and 
that  changed  the  economic  and  poUtical  circumstances  rather  sub- 
stantially. 

Chairman  Sasser.  So  as  a  matter  of  fact,  the  deficit  reduction 
plan  that  we  passed  last  year  simply  enlarged  substantially  and 
built  upon  a  smaller  effort  made  in  1990,  but  the  cumulative  effect 
of  the  two  has  been  very  salutary  on  the  deficit. 

Dr.  Reischauer.  Yes;  I  would  say  that  they  were  both  about  the 
same  size. 

Chairman  Sasser.  All  right. 

Senator  Domenici? 

Senator  Domenici.  Well,  Dr.  Reischauer,  what  is  a  business 
cycle? 

Dr.  Reischauer.  What  is  the  business  cycle? 

Senator  Domenici.  What  is  a  business  cycle? 

Dr.  Reischauer.  It  is  the  natural  expansion  and  contraction  of 
the  economy. 

Senator  Domenici.  Far  be  it  fi*om  me  to  be  anything  other  than 
pleased  that  the  deficit  is  down  so  much,  but  something  has  been 
bothering  me  in  a  lot  of  the  talk  about  where  our  economy  is  right 
now.  I  think  I  have  expressed  my  views  of  caution  about  it,  because 
I  do  not  think  that  cutting  the  expenditures  of  government  has  im- 
proved the  economy,  at  least  not  in  the  first  2  years  of  this  5-year 
plan.  But  I  guess  what  kind  of  bothers  me  is  how  all  these  other 
positive  things  could  occur — productivity  up;  interest  rates  down 
substantially;  inflation  down;  business  investment  up— how  could 
those  occur  with  the  passage  of  a  measure  that  essentially,  raised 
taxes  $45  billion  and  cut  expenditures  about  $5  bilhon?  Truly,  that 
could  not  bring  about  all  of  these  events.  We  are  very  pleased 
about  the  economic  situation,  but  it  could  not  have  been  brought 
about  by  the  budget  package. 

In  my  reading,  I  just  happened  to  catch  something  Herb  Stein  is 
about  to  publish,  that  argues  the  business  cycle  had  a  greater  im- 
pact on  the  economy  than  any  of  the  President's  acts.  And  I  am  not 
talking  about  this  President.  He  is  writing  in  a  summary  article 
that  explains  how  these  cycles  occur.  Is  he  right — the  business 
cycle  was  more  important  than  any  President's  acts? 

Dr.  Reischauer.  By  and  large,  yes.  I  mean,  poUcymakers  can  af- 
fect the  course  of  the  economy,  but  they  cannot  control  the  course 
of  the  economy.  And  certainly  the  strength  that  we  are  seeing  in 
the  economy  right  now  is  the  result  of  a  long,  painful  process  that 
has  taken  place  over  the  past  3  years,  in  which  the  many  struc- 
tural imbalances  that  developed  during  the  1980s  have  been 
worked  off  and  corrected. 

On  top  of  that,  we  have  seen  a  rather  substantial  fall  in  interest 
rates,  some  of  which  I  think  has  to  be  attributed  to  the  Chnton  ad- 
ministration's resolve  to  deal  with  the  budget  issue  and  the  courage 
that  the  Congress  showed  in  taking  on  this  issue  and  enacting  sig- 
nificant deficit  reduction. 

Also,  some  of  it  might  be  attributable  to  the  1990  package. 

Senator  Domenici.  In  reviewing  for  this  hearing,  knowing  that 
we  have  some  very  good,  positive  facts  out  there  in  terms  of  the 
basic  economics — higher  productivity,  higher  wage-earner  net, 
lower  inflation,  lower  interest  rates — I  tried  to  find  out  when  all  of 
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this  started,  because  it  did  not  seem  to  me  that  it  occurred  after 
May  or  June  of  last  year.  I  found  that  the  rise  in  per  capita  income 
that  occurred  over  the  last  2  years  started  moving  upward  signifi- 
cantly in  1992.  Is  that  correct? 

Dr.  Reischauer.  Yes,  I  believe  it  is. 

Senator  DoMENici.  I  would  like  to  discuss  productivity.  I  think 
you  would  agree  with  me,  for  America's  economic  well-being  and 
for  jobs,  the  three  best  things  we  can  have  are  low  inflation,  low 
interest  rates,  and  high  productivity.  It  would  be  pretty  good  if  we 
had  all  of  those  staying  in  a  good  position  for  a  decade.  Do  you  ex- 
pect sustained  growth? 

Dr.  Reischauer.  And  high  emplojnment. 

Senator  DOMENICI.  And  higher  wage-earner  net.  I  found  that  pro- 
ductivity, also  had  a  very  big  upswing  in  1992.  Did  I  just  state  that 
one?  I  wanted  to  get  to  another  one. 

Dr.  Reischauer.  In  fact,  total  factor  productivity  was,  I  beUeve, 
2.7  percent  in  1992,  and  over  the  previous  decade  it  had  averaged 
something  like  six-tenths  of  a  percent;  so  I  believe  it  was  very  good 
in  1992. 

Senator  DOMENici.  Now,  I  heard  from  the  Federal  Reserve  chair- 
man, and  I  think  you  might  have  said  the  same  thing  yourself  in 
the  past,  that  one  of  the  things  that  had  to  happen  before  this  new 
set  of  positive  indicators  showed  up  for  real  was  that  we  had  to 
kind  of  clean  up  the  red  ink  of  individuals,  businesses  and  the  Na- 
tional Government,  and  that  this  occurred  for  a  2-  or  3-year  period 
when  we  could  not  get  the  economy  to  pick  up.  Is  that  true? 

Dr.  Reischauer.  That  is  correct. 

Senator  Domenici.  Now,  that  occurred  because  the  community, 
including  individuals  and  business,  decided  they  had  to  do  it,  is 
that  correct? 

Dr.  Reischauer.  Well,  it  occurs  basically  because  business  is  not 
expanding,  consumer  demand  is  not  expanding,  the  burdens  of  car- 
rying debt  Eire  too  great,  incomes  are  not  rising,  and  people  are  re- 
luctant to  go  out  and  borrow  more.  There  is  also  simply  a  natural 
attrition  that  takes  place.  We  built  a  lot  of  excess  commercial  real 
estate  during  the  1980s.  We  expanded  the  retail  sector  and  various 
other  sectors  far  beyond  the  needs  of  the  country,  and  investment 
in  these  areas  slowed  down  and  in  some  cases  stopped.  With  time, 
the  natural  expansion  of  the  population  and  the  economy  catches 
up  with  this  excess  capacity.  That  is  what  has  been  taking  place 
over  the  past  3  years. 

Senator  Domenici.  So,  when  the  business  cycle  was  on  the  nega- 
tive side  and  not  causing  growth  it  may  have  been  suffering  from 
too  much  credit  and  too  much  debt,  which  resulted  in  less  borrow- 
ing and  investing.  That  might  be  part  of  what  was  occurring  when 
the  business  cycle  was  on  a  downward  trend  for  2  or  3  years. 

Dr.  Reischauer.  I  beUeve  the  economy  actually  contracted  for 
only  three  quarters  and  then  began  to  expand  again.  But  what 
happened  was  that  the  expansion,  the  rebound  out  of  this  reces- 
sion, was  extremely  slow  relative  to  the  rebounds  that  we  have  ex- 
perienced in  the  past,  and  the  reason  was  that  the  economy  was 
carrying  these  excess  burdens. 
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Senator  Domenici.  For  the  record,  I  am  fully  aware  that  the  lit- 
eral recession,  using  economic  terms,  was  very  short  compared  to 
many  other  recessions. 

Dr.  Reischauer.  About  average. 

Senator  Domenici.  On  average,  you  would  say? 

Dr.  Reischauer.  It  was  about  average. 

Senator  Domenici.  OK  But  I  was  referring  to  the  fact  that  there 
was  no  significant  real  growth.  I  mean,  it  was  not  negative  for  a 
number  of  quarters.  And  I  called  all  that  sort  of  staying  in  the  dol- 
drums. And  you  are  saying  we  just  had  to  work  our  way  through 
that  period,  letting  the  economy  work  on  its  own  for  the  most  part? 

Dr.  Reischauer.  That  is  true,  but  I  do  not  want  to  diminish  the 
atmospherics  that  Washington  provides  for  the  economy.  After  the 
1990  budget  deal,  because  of  the  bad  deficit  news,  which  was  really 
being  driven  by  this  business  cycle  and  some  technical  factors  over 
which  policjrmakers  had  no  control,  it  was  widely  believed  in  this 
country  that  the  political  system  had  failed  in  1990 — that  it  had 
pretended  to  produce  a  real  package  but  had  not  produced  any- 
thing. And  I  think  coming  into  last  fall,  there  were  some  very  real 
questions  about  whether,  with  a  Democratic  President,  we  might 
not  address  the  deficit  issue  again. 

And  what  happened  was  we  came  forward — ^you  came  forward — 
and  put  this  high  on  the  agenda  and  dealt 

Chairman  Sasser.  You  mean  the  Congress  came  forward. 

Dr.  Reischauer  [continuing].  The  Congress  came  forward,  and 
the  President — under  your  leadership,  Mr.  Chairman 

Senator  Domenici.  His  leadership  and  my  prodding.  Let  us  put 
it  that  way. 

Chairman  Sasser.  I  am  not  even  going  to  concede  prodding. 

Senator  Domenici.  Fine,  fine. 

Dr.  Reischauer  [continuing].  And  that  improved  inflationary  ex- 
pectations and  the  attitude  of  the  people  of  America  that  something 
really  was  going  to  be  done. 

Senator  Domenici.  Let  me,  Mr.  Chairman,  make  a  point  on  this. 
People  have  been  commenting  positively  about  your  work.  I  do 
want  to  say  that  I  have  not  compared  the  5-year  budget  that  you 
produced  with  the  President's  budget,  but  there  are  differences.  So 
we  would  not  be  in  this  position  had  we  adopted  what  the  Presi- 
dent sent  us.  But,  with  regard  to  the  spending  caps,  Repubhcans 
kept  saying:  "You  really  will  not  raise  the  1995  cap,  will  you"  be- 
cause we  fdready  paid  for  that  with  taxes.  So  that  really  did  bring 
the  numbers  down  substantially. 

Do  you  happen  to  have  those  numbers,  how  much  the  President 
would  have  had  as  caps  if  we  would  have  given  him  everything  he 
asked  for? 

Dr.  Reischauer.  I  do  not  have  them  with  me. 

Senator  DOMENICI.  Could  you  do  that  for  the  record? 

Dr.  Reischauer.  Yes. 

[The  following  was  subsequently  submitted  for  the  record  by  Dr. 

Reischauer:] 

The  following  table  compares  CBO's  estimate  of  the  discretionary  spending  re- 
quested in  the  President's  Dudget  for  fiscal  year  1994,  submitted  on  April  8,  1993, 
with  the  discretionary  spending  assumed  in  the  fiscal  year  1994  budget  resolution 
adopted  by  the  Congress.  The  budget  resolution  amoimts  for  1995  through  1998  sub- 
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sequently  became  the  basis  for  the  discretionary  spending  limits  for  those  years  es- 
tablished by  the  Omnibus  Budget  Reconciliation  Act  of  1993. 


TOTAL  DISCRETIONARY  SPENDING 
(By  fiscal  year,  in  millions  of  dollars) 

1994 

1995 

1996 

1997 

1998 

CBO's  Reestimate  of  the                        BA 
President's  April  8,  1993,  Budget             0 

514,179 
551,755 

527,630 
557,787 

536,669 
560,971 

540,440 
555,760 

554,388 
569,150 

Budget  Resolution  for                           BA 
Fiscal  Year  1994  \a                                 0 

501,151 
538.940 

506,475 
54L45S 

519,142 
547.263 

528,079 
547.346 

530,639 
547,870 

Budget  Resolution  Minus                       BA 
President's  Budget                                 0 

-13,028 
-12,815 

-21,155 
-16,331 

-17.527 
-13.708 

-12,361 
-8,414 

-23,749 
-21,280 

Source:  Congressional  Budget  Office 

Note:  BA  =  budget  authority 
O  =  outlays 

3-  Amounts  assumed  in  House  Concuaent  Resolution  64,  including  amounts  for  Internal 
Revenue  Service  compliance  initiative  that  were  not  included  in  resolution  totals  for 
technical  reasons.  The  new  disaetionary  spending  limits  for  fiscal  years  1996  through 
1998  set  by  the  Omnibus  Reconciliation  Act  of  1993  were  based  on  the  budget 
resolution  amounts. 

Senator  DoMENici.  My  last  comment  is  just  an  observation.  You 
mentioned  medicare  a  while  ago,  saying  you  do  not  want  to  totally 
denigrate  the  good  efforts  of  the  estimators  who  missed  on  hospital 
coverage  costs  for  senior  citizens  by  ninefold.  It  was  supposed  to  be 
8  or  9,  and  it  turns  out  67.  But  you  mentioned  that  Congress  had 
added  a  lot  of  different  things  to  the  program — we  had  made  it 
sweeter,  you  ssdd.  But  I  also  would  remind  you  that  for  at  least  5 
years,  6  maybe,  we  have  been  bragging  about  how  much  we  cut 
medicare,  right?  The  truth  of  the  matter  is  that  we  used  smoke  and 
mirrors.  We  were  taking  credit  for  savings  provisions  over  and 
over,  because  we  were  only  adopting  medicare  cuts  for  2-year  peri- 
ods. When  the  2  year  period  ran  out,  we  would  enact  the  same  cuts 
again,  and  we  could  claim  credit  again. 

So  we  clearly  thought  we  were  cutting  medicare  substantially  to 
offset  the  things  we  had  added  on,  but  we  did  not  do  a  very  good 
job. 

Dr.  Reischauer.  Well,  let  me  disagree  with  you  on  one  issue;  an 
example  of  what  became  sweeter  in  the  hospital  insurance  system. 
Rencd  dialysis,  remember,  which  is  an  added  entitlement,  is  in  the 
hospital  insurance  system.  So  that  is  just  one  example. 

Senator  Domenici.  Yes. 

Dr.  Reischauer.  But  if  you  looked  at  per-beneficiary  real  medi- 
care expenses  from  about  1987  on,  you  would  find  that  they  grew 
more  slowly  than  comparable  expenditures  for  the  nonelderly  popu- 
lation, whereas  in  the  period  up  through  1985,  they  grew  substan- 
tially faster. 

So  whatever  you  did,  it  worked.  Now,  I  would  also  say  that  your 
criticism  has  some  validity  because  I  think  a  lot  of  those  Federal 
savings  were,  in  fact,  shifted  off  onto  private  payers,  and  so,  in  a 
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sense,  it  was  a  shell  game.  Americans  were  unwilling  to  pay  taxes 
to  support  the  hospital  insurance  or  the  Medicare  System  cfirectly, 
but  they  paid  those  expenses  indirectly  by  having  their  own  private 
health  insurance  premiums  rise  more  rapidly  than  they  otherwise 
would  have. 

Senator  Domenici.  In  that  respect  I  stand  corrected,  and  thank 
you  for  that.  I  still  maintain  in  closing  this  record  that  one  of  the 
very  difficult  jobs  that  you  have  is  estimating  what  the  costs  of  new 
portions  of  the  President's  health  care  program  are  really  going  to 

i  think  that  is  very,  very  important  because  essentially,  as  I  view 
it,  most  of  the  savings  that  are  supposed  to  come  out  of  reducing 
the  costs  of  medicare  and  medicaid  are  being  plowed  back  into  pro- 
grams rather  than  put  on  the  deficit.  Thus,  we  are  going  to  have 
to  look  somewhere  else  for  deficit  reduction.  The  President  says 
deficit  reduction  is  in  the  package,  but  it  is  about  $50  billion  out 
of  $350  or  $400  bilHon— the  delta  was  that  big. 

So  I  remain  very  concerned  about  moving  so  rapidly  with  new 
programs.  Three  or  4  years  down  the  line,  we  may  find  that  we 
have  a  huge,  huge  problem  in  terms  of  receipts  versus  expendi- 
tures. 

Thank  you  for  the  hearing,  Mr.  Chairman.  It  is  a  pleasure  being 
with  you. 

Chairman  Sasser.  Thank  you.  Senator  Domenici. 

Senator  Sarbanes? 

Senator  Sarbanes.  Mr.  Chairman,  I  just  have  a  couple  of  obser- 
vations. First,  Senator  Domenici  said  low  inflation,  low  interest 
rates,  and  productivity  were  the  hallmarks  of  what  we  were  looking 
for.  I  would  only  make  this  observation:  Those  were  aU  present  in 
the  Great  Depression,  and  we  did  not  have  a  very  good  economy. 
We  had  low  inflation,  we  had  low  interest  rates,  and  while  we  did 
not  have  the  standard  measures  we  have  now  for  productivity,  I 
think  they  could  show  there  was  good  productivity  performance 
where  they  were  able  to  work  and  had  enough  jobs.  So  we  had  all 
three  of  those  elements  present,  and  we  did  not  have  a  strong  econ- 
omy. So  that  is  only  part  of  the  picture.  I  mean,  obviously,  if  you 
can  have  good  growth,  strong  emplo5rment,  low  inflation,  low  inter- 
est rates  and  productivity,  then  you  are  really  cooking;  then  you 
have  an  economy  that  is  working. 

Senator  Domenici.  What  was  the  one  you  added? 

Senator  Sarbanes.  I  added  growth  and  jobs,  particularly  jobs. 

Senator  Domenici.  Well,  I  am  assuming  that  we  have  a  safety 
net  that  we  d^d  not  have  in  the  Great  Depression  which  is  pretty 
significant. 

Senator  Sarbanes.  And  important. 

I  wanted  to  be  clear  on  one  thing.  I  listened  to  this  previous  dis- 
cussion as  though  these  autonomous  forces,  this  invisible  economic 
hand  is  all  that  is  necessary,  and  that  poUcy  decisions  made  make 
no  difference.  Suppose  we  had  not  passed  the  deficit  reduction  pro- 
gram. I  for  a  moment  do  not  believe  we  would  be  sitting  here 
today,  looking  at  the  kind  of  positive  figures  and  report  that  you 
have  brought  us. 

In  other  words,  I  do  not  for  a  moment  accept  the  proposition  that 
there  was  some  invisible  hand  at  work  that  would  simply  produce 
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this  result  no  matter  what  had  happened.  I  think  if  we  had  failed 
to  pass  the  deficit  reduction,  we  would  have  had  a  sharp  reaction 
in  the  financial  markets — who  knows  where  interest  rates  would 
have  gone,  who  knows  where  confidence  would  have  gone  both  on 
the  part  of  consumers  and  on  the  part  of  business?  Who  knows 
what  additional  shock  it  would  have  created  in  the  international 
economic  environment,  which  is  difficult  enough  as  it  is,  as  you 
have  already  outlined  earlier  here  today,  but  would  have  been,  I 
think,  severely  impacted  by  what  would  have  been  perceived  as  a 
failure  here  to  take  the  economic  measures  that  were  called  for. 

Do  you  quarrel  with  any  of  that?  What  would  have  happened  if 
we  had  not  passed  this  package? 

Dr.  Reischauer.  No,  I  do  not  quarrel  with  any  of  it,  and  I  think 
my  response  to  Senator  Domenici  indicated  some  of  those  same  fac- 
tors. I  said  that  I  think  you  could  have  had  rather  adverse  reac- 
tions if,  on  the  one  hand,  the  President  and  the  Congress  had  said, 
"Let's  forget  about  deficit  reduction,  let's  go  on  to  other  things,"  or, 
on  the  other  hand,  there  had  been  an  attempt  to  cut  the  deficit  and 
it  had  failed. 

I  think  certainly  part  of  the  reduction  in  interest  rates  that  we 
have  experienced  relates  to  this  successful  deficit  reduction  effort. 

Senator  Sarbanes.  And  a  good  deal  of  the  impetus  currently  in 
the  economy  is  coming  out  of  interest-sensitive  sectors,  is  it  not? 

Dr.  Reischauer.  Yes. 

Senator  Sarbanes.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Senator  Sarbanes. 

If  there  are  no  other  questions  for  Dr.  Reischauer,  I  have  some 
questions  fi*om  Senator  Simon,  who  was  xmable  to  be  here,  unfortu- 
nately, because  I  would  have  Uked  for  him  to  have  heard  your  re- 
marks about  the  balanced  budget  amendment.  Dr.  Reischauer.  But 
he  wants  to  submit  some  questions,  which  we  will  ask  you  to  an- 
swer in  writing  at  a  later  point. 

There  being  nothing  further  to  come  before  the  committee,  I 
would  express  our  appreciation  to  Dr.  Reischauer  for  his  appear- 
ance and  testimony  this  afternoon. 

Dr.  Reischauer,  you  bring  us  this  afternoon  the  most  pleas£int 
news  that  I  think  you  have  brought  us  during  your  entire  tenure 
in  office.  We  thank  you  for  it,  and  we  hope  this  is  the  harbinger 
of  things  to  come. 

The  committee  will  stand  in  adjournment. 

[Whereupon,  at  4:20  p.m.,  the  committee  was  adjourned.] 

Opening  Statement  of  Senator  Bond 

The  debate  over  how  changes  in  our  health  care  system  should  be  scored  is  obvi- 
ously much  more  important  than  the  green-eye  shade  treatment  it  is  often  given  by 
the  press.  Who  pays?  How  much?  and  Who  decides  who  pays?  and  Who  de- 
cides how  much?  are  vital  questions. 

WiU  government  bureacrats  decide  that  you  pay,  and  that  you  pay  this  amount, 
and  that  you  have  only  this  coverage,  and  you  can't  have  more?  • 

Or  wiU  people  decide  how  much  they  want  to  pay  for  an  insurance  plan  that 
meets  their  needs? 

Thus  the  nimiber  crunching  and  analysis  that  has  been,  and  wiU  continue  to  be 
done  behind  the  scenes,  needs  to  be  brought  out  in  the  open.  Revamping  one-sev- 
enth of  the  economy  is  to  big  a  task  to  leave  the  financiai  underpinnings  in  the 
dark. 
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So  I  would  hope  that  CBO  would  join  with  us  is  demanding  an  ongoing,  open  dis- 
cussion of  the  numbers,  the  assumptions  and  estimates.  Not  only  to  answer  the  po- 
litical questions  of  is  it  a  tax,  an  onset  or  a  private  sector  expenditure  of  no  interest 
or  concern  to  the  government— but  also  to  provide  the  American  public  with  an- 
swers to  their  basic  questions. 

Apparently  administration  officials  feel  fairly  confident  that  the  independent  CBO 
will  side  with  them  on  the  issue  of  whether  the  employer  mandate  is  a  tax.  I  just 
wish  to  note,  that  if  forcing  companies  to  set  up  a  payroll  deduction  in  order  to  pay 
into  a  State-wide  government  run  fund,  which  can  only  be  used  as  determined  by 
a  Federal  board  who  is  following  the  rules  set  down  by  Federal  law — if  that  is  not 
a  tax  .  .  .  what  is  it? 

Now  I  can  see  how  some  could  argue  that  companies  are  alreadv  paying  health 
insurance  premiums — ^this  iust  transfers  the  collection  point.  To  that  I  ask,  what 
about  companies  who  pay  less  than  80  percent?  What  about  companies  who  have 
plans  not  as  rich  as  the  Clinton  plan?  What  about  companies  that  don't  offer  any 
insurance  today?  What  about  companies  that  provide  care  for  full-time,  but  not  part- 
time  workers? 

How  is  the  mandate  not  a  new  tax  for  them? 

Honest  treatment  of  these  issues  is  imperative  if  the  people  are  ever  going  to 
trust  Congress  and  the  government.  I  would  hope  the  CBO  would  help,  not  hinder 
this  honesty  in  budgeting. 

WRITTEN  QUESTIONS  FROM  SENATOR  SIMON  TO  DR 
REISCHAUER  AND  THE  RESPONSES 

Question.  Dr.  Reischauer,  critics  of  the  Balanced  Budget  Amendment  often  state 
that  trying  to  balance  our  Federal  budget  would  result  in  an  economic  dovmturn. 
Your  testimony  today  impUes  that  "substantial  risk"  of  triggering  an  economic 
downturn  would  occur  only  should  Congress  and  the  President  fail  to  enact  appro- 
priate budget  cuts  promptly  after  passage  of  the  Balanced  Budget  Amendment  (p. 
14).  Doesn^  this  imply  that  an  economic  downturn  is  not  a  direct  result  of  passage 
of  the  Balanced  Budget  amendment? 

Answer.  Any  signmcant  package  of  spending  cuts  and  tax  increases  will  slow  eco- 
nomic growth  slightly  in  the  short  nm,  although  the  increase  in  national  saving 
that  would  result  from  reductions  in  the  deficit  will  increase  potential  economic  out- 
put in  the  long  term  (see  Chapter  5  in  CBO's  January  1993  report.  The  Economic 
and  Budget  Outlook:  Fiscal  Years  1994-1998).  If  that  short-term  fiscal  restraint 
were  to  coincide  with  other  factors  that  depress  economic  growth,  it  could  have  the 
effect  of  triggering  an  economic  downturn.  Currently,  however,  CBO's  forecast  indi- 
cates moderately  strong  economic  growth.  Consequently,  enacting  a  reasonable  defi- 
cit reduction  package  in  1994  that  would  balance  the  budget  in  fiscal  vear  1999 
would  not  be  likely  to  trigger  a  substantial  slowdown  in  the  economy.  Delaying  en- 
actment of  such  legislation,  however,  would  increase  the  marginal  annual  reductions 
in  the  deficit  that  would  be  needed  to  achieve  a  balance  in  1999;  that  additional 
fiscal  restraint  would  increase  the  probability  of  an  economic  downturn.  In  the  ex- 
treme case,  if  the  Congress  and  the  President  waited  until  1998  to  enact  a  deficit 
reduction  package,  the  impact  of  suddenly  reusing  taxes  and  cutting  spending  to 
achieve  the  $204  billion  in  deficit  reduction  needed  to  balance  the  budget  in  1999 
would  devastate  the  economy. 

Question.  Dr.  Reischauer,  you  have  stated  that  achieving  a  deficit  reduction  of 
$600  billion  between  now  and  1999  is  not  impossible,  although  politically  it  will  be 
diffioilt.  Putting  political  difficulties  aside,  please  elaborate  on  this. 

Answer.  It  is  not  hard  to  assemble  a  list  of  spending  cuts  and  tax  increases  that, 
together  with  debt  service  savings,  would  total  about  $600  billion  over  the  1995- 
1999  period  £ind  reduce  the  deficit  by  the  $204  billion  required  to  balance  the  budget 
in  1999  under  CBO's  current  projections.  For  instance,  eliminating  all  medicare  ex- 
penditures would  produce  more  savings  than  are  needed  to  balance  the  1999  budget. 
As  this  example  indicates,  however,  many  of  the  options  that  could  be  included  in 
such  a  list  are  neither  politically  feasible  nor  desirable  public  policy. 

WRITTEN  QUESTIONS  FROM  SENATOR  GRASSLEY  TO  DR. 
REISCHAUER  AND  THE  RESPONSES 

Question.  CBO  provided  a  report  in  January  1993  stating  "without  reform,  the 
Pension  Benefit  Guaranty  Corporation's  deficit  is  expected  to  increase  by  tens  of  bil- 
lions of  dollars."  Does  CBO  believe  that  the  situation  at  PBGC  has  improved,  stayed 
the  same  or  gotten  worse? 
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Answer.  It  does  not  appear  that  the  Pension  Benefit  Guaranty  Corporation's 
(PBGC's)  long-term  financial  condition  has  materially  improved.  Three  measures  of 
the  financial  nealth  of  the  PBGC's  Single-Employer  Insurance  Program  indicate  its 
poor  financial  condition.  First,  the  Office  of  \fanagement  and  Budget  estimates 
PBGC's  claims,  less  premiums,  over  the  next  30  years  at  $75  billion,  as  of  1993.  Sec- 
ond, unfunded  guaranteed  benefits  among  the  50  furos  with  the  highest  amount  of 
underftinding  increased  fi-om  $24  billion  in  1991  to  $32  billion  m  1992.  Third, 
PBGC's  accumulated  deficit  increased  irom  $2.5  billion  in  1991  to  $2.7  billion  in 
1992.  Because  of  concerns  about  PBGC's  structural  tendency  toward  losses,  the  Ad- 
ministration has  introduced  legislation  that  seeks  to  improve  the  PBGC's  long-term 
financial  condition. 

Question.  Has  CBO  conducted  similar  reviews  of  other  Federal  guaranteed  pro- 
grams and  also  Government  Sponsored  Enterprises  to  determine  the  potential  of  the 
taxpayer  having  to  provide  a  bailout?  If  not,  would  CBO  consider  such  a  review? 

Answer.  CBO  has  not  conducted  a  review  of  other  Federal  insurance  programs  to 
determine  the  potential  of  taxpayers  having  to  provide  a  bailout  and  does  not  have 
current  plans  to  do  so. 

To  prepare  CBO's  April  1991  report  Controlling  the  Risks  of  Government-Spon- 
sored Enterprises,  analysts  reviewed  the  risks  of  each  of  the  government-sponsored 
enterprises  (GSEs)  and  concluded  that  the  only  GSE  that  posed  a  significant  risk 
of  a  Federal  bailout  was  the  Farm  Credit  System  (FCS).  The  Office  of  Management 
and  Budget  (0MB)  has  also  concluded  that  the  FCS  is  the  only  enterprise  that  poses 
any  significant  risk.  OMB's  estimate  of  the  future  cost  of  a  Federal  bailout  of  the 
FCS  has  declined  fi-om  between  $1  billion  and  $2  billion  in  fiscal  year  1992  to  be- 
tween zero  and  $1  billion  in  fiscal  year  1995.  Although  CBO  has  not  made  similar 
estimates,  it  agrees  with  0MB  that  the  risk  posed  by  the  FCS  has  declined  signifi- 
cantly in  the  past  few  years. 

Question.  What  is  CBO's  view  on  the  potential  impact  of  these  Federal  gu£u-antees 
and  Government  Sponsored  Enterprises  on  the  deficit  and  debt? 

Answer.  The  attached  table  provides  CBO's  baseline  budget  projections  for  fiscal 
years  1994  through  1998  for  Federal  insurance  programs,  "fiie  estimates  are  CBO's 
best  judgment  of  the  effect  of  these  programs  on  the  Federal  deficit  and  debt  over 
that  period. 

CBO's  baseline  projections  do  not  include  any  Federal  outlays  to  provide  fingmcial 
assistance  to  the  GSEs.  As  noted  in  the  answer  to  question  2  above,  CBO  believes 
that  the  Farm  Credit  System  is  the  only  enterprise  that  poses  any  significant  risk 
of  a  Federal  bailout  in  the  foreseeable  future. 


CBO's  Baseline  Projections  of  Outlays  for  Federal  Insurance  Programs 
(By  fiscal  year,  in  millions  of  dollars) 


1994 

1995 

1996 

1997 

1998 

1999 

Deposit  Insurance 

Banks 

-7,600 

-6,400 

-6.700 

-2,600 

-2,900 

-2,500 

Credit  Unions 

-350 

-360 

-375 

-390 

-410 

-425 

Savings  Associations 

-1,000 

-450 

650 

500 

300 

250 

Resolution  Trust  Corporation 

3,000 

-5,000 

-8,000 

-4,000 

-1,000 

-1,000 

FSLIC  Resolution  Fund 

1,300 

1,200 

a 

a 

a 

0 

Flood  Insurance 

86 

-12 

-15 

-17 

-19 

-21 

Pension  Insurance 

-967 

-833 

-811 

-784 

-758 

-719 

Total 

-5.531 

-11,855 

-15,252 

-7,291 

-4.787 

-4,415 

Source:  Congressional  Budget  Office. 

Note:  Numbers  may  not  add  to  totals  because  of  rounding. 

a.  Less  than  S500.000. 
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TUESDAY,  FEBRUARY  8,  1994 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  1:08  p.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Jim  Sasser  (chair- 
man of  the  committee)  presiding. 

Present:  Senators  Sasser,  Rollings,  Riegle,  Exon,  Conrad,  Dodd, 
Boxer,  Murray,  Grassley,  Bond,  Lott,  and  Gregg. 

Staff  present:  Larry  Stein,  staff  director;  Dave  Williams,  assist- 
ant director  for  revenue  and  natural  resources;  Sue  Nelson,  direc- 
tor of  budget  review;  and  Kathleen  Deignan,  assistant  director  for 
human  resources. 

For  the  minority:  G.  WilUam  Hoagland,  staff  director;  and  Austin 
Smythe,  director  of  budget  process  and  energy. 

OPENING  STATEMENT  OF  CHAIRMAN  SASSER 

Chairman  Sasser.  The  committee  will  come  to  order. 

The  distinguished  ranking  member,  Senator  Domenici,  has  been 
detained  in  a  policy  committee  meeting  and  has  given  us  his  per- 
mission to  move  forward  here  in  his  absence,  and  perhaps  he  can 
join  us  later. 

I  want  to  welcome  here  this  afternoon  the  very  distinguished  Di- 
rector of  the  Office  of  Management  and  Budget,  Mr.  Leon  Panetta, 
as  we  begin  hearings  on  the  President's  1995  budget. 

Now,  as  my  colleagues  know,  Mr.  Panetta  is  a  veteran  of  these 
proceedings,  and  I  might  say  he  has  the  scars  to  prove  it,  and  I  ex- 
pect he  woiild  attest  to  that.  He  brings  to  this  hearing  a  wealth  of 
budgetary  knowledge  and  unquestioned  integrity  in  these  proceed- 
ings, and  the  committee  looks  forward  with  great  interest  to  his 
testimony. 

Now,  yesterday  the  Congress  received  the  President's  budget 
submission  for  the  upcoming  fiscal  year  1995,  and,  of  course,  this 
ceremony  was  accompanied  by  the  usual  fanfare.  But  I  think  most 
importantly,  Mr.  Panetta,  the  budget  was  accompanied  by  excep- 
tionally good  news  on  both  the  economic  front  and  on  the  fiscal 
fi"ont  with  regard  to  continuing  the  downward  direction  of  budget 
deficits.  It  was  news  that  confirmed  the  wisdom,  I  think,  of  the  eco- 
nomic recovery  plan  that  we  passed  last  summer  in  the  teeth  of 
very  fierce  opposition  and  with  predictions  of  gloom  and  doom  that, 
if  this  plan  passed,  the  economy  would  crater  and  that  we  would 
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choke  off  the  recession  and  that  we  are  simply  increasing  the  defi- 
cit by  passing  that  plan. 

Well,  those  who  said  that  were  incorrect,  and  I  think  the  news 
that  you  will  bring  us  today,  Mr.  Director,  will  validate  that  point. 

The  deficit  projections  for  fiscal  year  1995  is  down  by  almost 
$126  billion  from  a  year  ago.  In  fact,  from  fiscal  year  1994  through 
fiscal  year  1998,  there  is  a  40  percent  drop  in  the  deficit  numbers. 
And  how  refreshing.  After  seeing  year  after  year  after  year  of  the 
deficits  simply  going  up,  we  are  now  seeing  that  trend  reversed  and 
a  40  percent  drop  in  the  deficits  between  1994  and  1998.  We  are 
now  embarking  on  the  third  fiscal  year  in  which  we  will  see  three 
straight  declines  in  the  deficit. 

As  you  have  stated,  Mr.  Director,  that  is  the  first  time  that  has 
happened  since  Harry  Truman  was  President  in  the  1940's,  but 
what  you  neglect  to  say  is  one  reason  those  deficits  were  coming 
dov^rn  under  President  Truman  is  because  we  were  coming  out  of 
the  expenditures  of  World  War  II. 

Now,  just  recently,  the  Congressional  Budget  Office  gave  us  the 
same  basic  outlook  that  we  have  been  getting  from  0MB,  reducing 
by  $670  biUion  the  baseUne  deficits  for  the  6-year  period  of  1993- 
1998. 

I  want  to  call  my  colleagues'  attention  to  a  chart  that  we  have 
placed  down  there,  and  you  will  note  that  the  red  bars  are  esti- 
mates of  deficits  that  were  made  in  January  of  last  year  before  the 
passage  of  the  President's  economic  plan.  The  blue  represents  the 
current  deficit  estimates  of  the  Office  of  Management  and  Budget, 
and  the  yellow  or  yellow-orange  color  represents  the  estimates  of 
the  deficit  by  the  Congressional  Budget  Office. 


$  in  billioni 


Deficits  Decline  Dramatically 
During  the  Past  Year 
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Source:  Office  of  Management  and  Budget 
Congressional  Budget  Office 
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I  think  it  is  important  to  note  that  the  0MB  estimates  and  the 
Congressional  Budget  Office  estimates  are  exceedingly  close,  indi- 
cating that  0MB  is  doing  its  best  to  use  the  very  best  economic 
projections,  and  I  think  we  can  take  great  pride  in  that. 

But  the  bottom  hne  is  that  we  are  seeing  those  deficits  come 
down.  In  1994,  a  deficit  of  $305  billion  is  now  down  to  $223  bilhon, 
using  CBO  estimates.  In  1995,  a  budget  deficit  estimate  a  year  ago 
of  $302  biUion  is  now  down  to  $171  billion.  And  we  see  that  con- 
tinuing on  into  the  outyears.  In  1998,  there  was  a  deficit  estimate 
of  $388  billion;  that  has  now  been  re-estimated  at  $180  bilUon.  All 
of  this  coming  about  following  the  passage  of  the  President's  Eco- 
nomic Program  last  summer  and  the  resurgence  in  the  economy. 

Speaking  of  the  economy,  we  are  seeing  positive  performance  all 
across  the  board  without  overheating  indications.  Job  creation  is 
up,  housing  sales  are  up,  automobile  sales  are  up,  investment  is 
up,  while  at  the  same  time  inflation  is  running  at  a  level  of  about 
2.5  percent,  the  lowest  we  have  seen  since  1969,  and  long-term  in- 
terest rates  are  at  20-year  lows.  And  the  deficit  numbers  continue 
to  come  down. 

Now,  with  regard  to  the  President's  budget  that  Director  Panetta 
will  present  today,  this  budget  proposal  builds  upon  the  discipline, 
the  budget  discipline,  of  its  predecessor  last  year.  The  President 
proposes  significant  fiinding  reductions  in  more  than  300  programs, 
including  terminations  of  about  115  programs. 

Now,  the  discretionary  cap  for  1995  is  particularly  tight,  I  say  to 
my  colleagues.  The  1995  hmit  of  $542  biUion  in  outlays  is  actually 
$7  billion  below  the  1994  level  of  the  appropriations  bills  that  were 
enacted  last  year.  Now,  the  last  time  discretionary  spending  de- 
clined below  the  previous  year's  level  was  1969 — 25  years  ago — and 
that  was  when  we  were  coming  out  fi'om  under  the  buildup  for  the 
Vietnam  War. 

Now,  let  me  call  your  attention,  Mr.  Director,  to  Chart  2.  As  this 
chart  shows,  we  have  had  a  hard  outlay  ft"eeze  in  discretionary 
spending  through  1998.  That  means  we  are  going  to  have  to  have 
a  year  of  hard  choices  here.  To  fund  productive  investment  areas, 
Uke  the  President's  violent  crime  prevention  initiative,  to  fund 
Head  Start,  to  fund  worker  training,  we  have  got  to  reduce  spend- 
ing in  areas  that  give  us  a  lesser  return  on  the  taxpayer's  dollar. 
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Discretionary  Spending 

Cut  Below  a  Hard  Freeze 
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Last  year's  economic  plan  prepared  the  ground  for  a  continued 
harvest  of  deficit  reduction  and  economic  growth.  As  the  President 
said  in  the  State  of  the  Union  message,  we  have  great  reason,  I 
think,  to  be  very  proud  of  these  early  results.  No  question  about 
it,  we  have  still  got  a  ways  to  go.  The  Chinese  have  an  expression 
that  a  journey  of  1,000  miles  begins  with  a  first  step,  and  I  would 
say  to  you,  Mr.  Director,  that  I  think  we  have  taken  at  least  a  150- 
mile  step  or  a  200-mile  step  in  the  last  year.  And  those  of  my  col- 
leagues who  had  the  courage  to  support  the  plan  last  year,  I  think 
they  can  be  proud  of  what  they  did,  and  I  think  they  can  be  proud 
of  the  result. 

The  President  knows  we  have  got  to  do  more.  We  know  we  have 
got  to  do  more.  But  this  budget  that  is  going  to  be  presented  to  us 
today  is  a  continuation  of  what  I  would  characterize  as  a  watershed 
in  modem  American  fiscal  poUcy  that  was  implemented  by  this 
President  and  this  Congress  last  year. 

Senator  Domenici  has  asked  that  his  statement  be  included  in 
the  record,  and  it  will  be  included  in  the  record  in  its  totality  as 
if  read. 

[The  prepared  statement  of  Senator  Domenici  foUows:] 

Opening  Statement  of  Senator  Domenici 

Mr.  Chairman,  I  want  to  join  you  in  welcoming  back  Director  Panetta  to  the 
Budget  Committee.  It  is  a  pleasure  to  have  him  before  the  committee  again. 

I  have  reviewed  and  analyzed  all  kinds  of  budgets,  but  if  I  were  back  teaching 
mathematics  and  had  to  grade  this  one,  I  would  give  it  an  "I"  for  incomplete.  I  want 
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to  quickly  add  for  the  benefit  of  my  friend  the  0MB  Director  that  an  "I"  is  not  fail- 
ing, it  just  means  we  have  some  more  work  to  do. 

There  are  elements  of  this  budget  I  can  support.  But  what  is  most  interesting 
about  this  budget  to  me  is  not  so  much  what  is  in  it,  but  what  is  not  in  it.  You 
have  heard  the  items  I  think  have  been  left  out  of  this  budget.  Incidentally  one  of 
those  items  and  a  big  one — mandated  employer  premium  payments  for  health 
care — I  believe  the  Director  of  CBO  will  agree  is  missing  from  your  budget  when 
he  testifies  in  about  an  hour  over  in  the  House. 

President  Clinton's  first  ftill  budget  is  a  masterful,  but  beguiling  document.  While 
the  President  devoted  about  a  third  of  his  State  of  the  Union  to  welfare  reform  and 
health  care,  his  budget  does  not  incorporate  one  of  those  items  completely  and  the 
other  only  partially.  In  that  speech,  the  President  also  said  the  budget  froze  domes- 
tic spending. 

Our  job,  at  times  unpleasant  though  it  be,  is  to  try  to  set  aside  the  soaring  rhet- 
oric of  the  Administration  and  to  bring  this  budget  down  to  earth  by  the  discipline 
of  the  numbers. 

I  think  the  American  public  assumed  that  when  the  President  said  he  froze  do- 
mestic spending  that  meant  nondefense  domestic  spending.  Maybe  not,  but  on  that 
score,  Mr.  Chairman,  there  is  no  freeze  on  nondefense  domestic  discretionary  spend- 
ing. 

You  don't  have  to  believe  me,  just  look  at  the  President's  own  numbers  found  in 
their  documents  released  yesterday.  Table  8.9  of  the  Historical  Tables  show  domes- 
tic discretionary  budget  authority  increasing  from  $216.3  billion  this  year  to  $227.2 
billion  next  year — an  $11  billion  increase.  Arid  this  continues  to  increase  up  to  near- 
ly $250  billion  in  1999. 

The  President's  budget  increases  Federal  spending  each  and  every  year,  running 
up  Federal  spending  by  $370  billion  over  the  next  5  years.  Even  excluding  the  man- 
dated premiums  in  the  President's  health  care  plan.  Federal  taxes  rise  by  a  total 
of  $130  billion  over  the  next  5  years. 

On  the  economic  front.  President  Clinton  has  been  forttmate.  He  came  to  oflRce 
inheriting  an  economy  that  has  been  in  a  recovery  since  the  second  quarter  of  1991. 

This  recovery,  last  year's  tax  increases,  and  the  completion  of  the  S&L  bailout  ex- 
penses contribute  to  a  deficit  that  is  expected  to  decline  through  1995.  I  am  happy 
that  the  deficit  is  coming  down.  I  would  have  preferred  a  different  set  of  policies 
to  have  accomplished  the  same  thing  such  as  entitlement  constraints  as  opposed  to 
taxes,  but  don't  think  I  am  opposed  to  deficit  reduction.  Nevertheless,  even  with 
good  economic  growth,  the  deficit  remedns  high  and  begins  growing  significantly 
after  1998.  Contrary  to  the  Administration's  rhetoric  the  deficit  remains  a  serious 
economic  concern. 

Director  Panetta,  you  deserve  credit  on  getting  this  Administration  to  abide  by 
the  aggregate  spending  caps.  Just  a  year  ago  that  wasn't  the  case.  We  will  have 
to  see  if  CBO  agrees  tnat  this  budget  meets  the  discretionary  caps.  In  any  event, 
you  have  shown  courage  in  proposing  to  terminate  or  reduce  funding  for  some  out- 
moded domestic  programs,  many  that  have  been  advanced  before  and  were  routinely 
rejected  by  the  Congress. 

Director  Panetta,  you  know  that  the  en^ne  driving  Federal  spending  and  the 
budget  deficit  is  not  in  the  domestic  discretionary  component  of  the  budget.  It  rep- 
resents less  than  Vfe  of  the  budget.  There  is  a  lot  of  money  to  be  saved  in  the  discre- 
tionary accounts,  but  what  is  driving  Federal  spending  and  the  budget  deficit  is  the 
uncontrolled  growth  in  mandatory  spending. 

Believe  it  or  not,  this  budget  proposes  to  increase  mandatory  spending  by  $120 
billion  over  the  nejct  5  years  and  this  does  not  include  the  health  care  spending  that 
the  Administration  will  classify  as  "off-budget". 

To  my  friend  the  Director  of  0MB  and  former  fellow  soldier  of  budget  wars,  let 
me  simply  close  by  saying  that  except  for  the  President  you  have  the  toughest  job 
in  the  Administration.  Because  the  President  has  many  ideas,  some  good,  some  not 
so  good.  And  a  budget,  whether  it  be  from  a  Democratic  administration  or  a  Repub- 
lican administration  must  correlate  a  president's  promises  with  hard  fiscal  realities. 

While  you  have  clearly  made  some  strides  in  matching  some  promises  with  actual 
dollars,  I  think  you  must  know  that  this  budget  has  a  long  way  to  go  before  £ill  the 
President's  promises  are  achieved,  and  therefore  I  give  your  budget  an  "Incomplete". 
Maybe  I  can  work  with  you  to  make  it  more  complete. 

Thank  you  Mi-.  Chairman  and  I  look  forward  to  the  Director's  testimony. 

Chairman  Sasser.  It  is  the  tradition  of  the  committee  to 
movedirectly  to  the  witness  for  his  opening  remarks  unless  some- 
one feels  a  great  necessity  to  say  a  word  here  this  afternoon.  If  not, 
Mr.  Director,  we  look  forward  to  your  testimony. 
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Mr.  Panetta.  Thank  you  very  much,  Mr.  Chairman  and  mem- 
bers of  the  committee.  It  is  always  a  pleasure  to  appear  before  this 
committee.  I  have  had  the  pleasure  and  the  honor  of  coming  here 
both  as  a  member  and  as  chairman  of  the  House  Budget  Commit- 
tee and  as  Director  of  the  Office  of  Management  and  Budget.  And 
I  have  always  found  the  opportunity  a  rewarding  one,  not  only  in 
terms  of  sharing  with  you  my  thoughts  but  also  listening  to  the 
thoughts  of  the  members  of  this  committee  in  terms  of  how  we  can 
deal  with  the  Federal  budget  £ind  how  we  can  deal  with  the  con- 
cerns about  the  future  of  our  economy.  And  so  I  want  to  thank  you 
for  this  opportunity. 

Let  me  just  ask  that  my  statement  be  made  part  of  the  record, 
and  what  I  would  like  to  do,  if  I  may,  is  to  be  able  to  go  through 
a  few  key  points  with  regard  to  this  budget  that  I  think  need  to 
be  made  for  the  committee  and  for  the  country,  and  then  just  open 
it  up  to  questions,  if  that  is  OK. 

Mr.  Chairman,  the  real  purpose  of  this  budget  is  to  stay  on  track 
with  what  was  done  last  year  in  the  economic  plan  and  to  ensure 
that  the  Nation  continues  the  path  towards  a  disciplined  budget, 
reducing  the  deficit.  This  proposal  that  is  before  you  is,  I  think,  the 
strongest  deficit  reduction  that  we  have  seen  in  a  very  long  time. 
It  cuts  the  projected  deficit  by  $126  billion.  It  is  a  40  percent  cut 
in  the  projected  deficit.  It  is  the  most  consistent  deficit  reduction 
that  we  have  seen  in  over  40  years. 

Now,  I  think  the  American  people  have  been  waiting  a  long  time 
for  budgets  that,  in  fact,  would  reflect  this  kind  of  discipline  £uid 
the  fact  that  we  do  care  about  how  we  spend  the  taxpayers'  dollars. 

So  this  budget  keeps  us  on  track  with  a  disciplined  approach  to 
deficit  reduction.  It  keeps  us  on  track  with  regard  to  the  economic 
recovery  because  we  believe  that  if  we  are  disciplined  as  far  as 
Federal  spending  is  concerned  that  we  send  an  important  signal  to 
the  country  and  to  the  world  that  we  have  our  fiscal  policy  under 
control.  That  ultimately  has  an  impact  on  the  level  of  interest 
rates,  which  encourages  investment.  It  increases  capital  available 
for  investment.  It  improves  economic  growth,  which  leads  to  more 
jobs  being  created  in  this  country. 

Third,  this  budget  stays  on  track  with  the  kind  of  key  invest- 
ments that  we  think  are  important  for  the  future.  Budgets  are  not 
just  about  numbers.  I  recognize  that  all  of  us  can  get  wrapped  up 
in  the  numbers  of  any  budget.  When  you  produce  these  volumes  of 
numbers  that  come  out  of  the  Office  of  Management  and  Budget, 
that  come  out  of  the  Budget  Committees,  we  can  always  get 
wrapped  up  in  numbers.  But  numbers  in  a  budget  really  affect  peo- 
ple, people  in  each  of  your  States,  people  in  the  communities  that 
all  of  us  care  about.  And  so  it  means  that  we  have  to  show  that 
we  have  a  sense  of  priorities  about  where  investments,  ought  to  be 
made  for  the  future. 

There  is  no  question  this  is  a  tough  budget.  I  am  not  here  to  tell 
you  that  there  are  easy  decisions  here  in  terms  of  the  recommenda- 
tions we  have  made.  They  are  tough.  But  I  think  the  country  has 
been  waiting  for  a  long  time  for  us  to  make  priority  decisions  about 
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what  programs  can  we  reduce  or  get  rid  of  and  what  programs  can 
we  emphasize  for  the  future  that  really  make  a  difference. 

And  so  the  purpose  of  the  budget  is  not  just  to  reduce  the  deficit. 
It  is  not  just  to  keep  our  economy  on  track.  It  is  also  to  target  in- 
vestments in  the  future  of  this  country  and  in  the  future  of  our 
children.  So  that,  in  a  word,  is  what  this  budget  is  all  about.  It  es- 
sentially is  an  effort  to  try  to  reverse  the  trend  that  we  saw  during 
the  period  of  the  1980's.  I  think  that  is  what  the  1992  election  was 
all  about.  And  whether  you  are  RepubUcans  or  Democrats,  I  think 
you  have  to  admit  that  in  that  election  the  American  people  went 
to  the  polls  and  said:  We  have  had  enough.  We  have  had  enough 
of  blamesmanship.  We  have  had  enough  of  partisanship.  We  have 
had  enough  of  the  kind  of  games  that  we  have  seen  played  back 
and  forth.  The  time  has  come  to  face  up  to  these  issues — not  just 
to  talk  about  reducing  the  deficit  but  to  get  the  deficit  down;  not 
just  to  talk  about  what  kind  of  investment  you  are  going  to  make 
but  to  make  those  investments  for  the  future. 

That  is  what  the  President  has  done.  He  understood  what  the 
mandate  in  that  election  was  all  about.  People  were  tired  of  bor- 
row-and-spend  budgets.  They  were  tired  of  unfair  policies,  particu- 
larly impacting  on  working  famiUes.  They  were  tired  of  budgets 
that  did  not  really  focus  on  the  future,  and  they  were  particularly 
tired  of  smoke  and  mirrors  that  often  appeared  in  the  budgets.  And 
all  of  us  know  it.  We  knew  it.  People  downtown  knew  it. 

And  so  we  have  tried  to  turn  that  around.  The  budget  before  you 
is  a  budget  that  reflects  good  discipUne  in  terms  of  the  deficit.  It 
reflects,  I  think,  the  kind  of  sensitivity  about  fairness  in  our  society 
and  the  fact  that  we  ought  to  be  concerned  about  working  families 
and  the  most  vulnerable  in  our  society.  It  reflects  the  concern  that 
we  need  to  invest,  as  I  said,  in  those  programs  that  make  the  most 
difference  for  our  kids.  And  we  need  to  be  honest  about  what  we 
are  presenting  to  the  American  people. 

The  numbers  here  do  not  present  any  rosy  scenarios.  The  eco- 
nomic assumptions  here  are  conservative  assumptions  about  where 
we  think  the  economy  is  going.  And  there  is  a  consensus  in  that 
no  matter  whether  you  use  the  Blue-Chip  assessments  that  are  out 
there  or  whether  you  use  the  assessments  that  you  see  on  Wall 
Street.  The  fact  is  we  are  probably  at  the  low  end  of  that  in  terms 
of  where  we  think  the  economy  is  going. 

We  have  presented  no  gimmicks  here.  There  are  no  smoke  and 
mirrors.  The  numbers  that  you  see  here  are  the  numbers  that  are 
there.  And  as  I  have  said,  what  you  see  is  what  you  get  in  this 
budget.  We  can  debate  policies.  We  can  debate  differences  on  how 
you  approach  it.  We  can  debate  differences  about  whether  we  ought 
to  cut  this  program  or  cut  that  program,  invest  here  or  invest 
there.  But  in  this  budget,  with  regard  to  the  numbers,  let's  set 
those  aside,  let's  talk  about  policy  differences.  And  that  is  the  way 
these  debates  ought  to  take  place. 

Let  me,  if  I  can,  just  run  you  quickly  through  a  few  key  charts 
here  that  I  think  summarize  what  the  budget  is  all  about.  First  of 
all,  with  regard  to  deficit  reduction,  the  deficit  reduction  that  we 
embarked  on  was  to  preserve  the  $500  billion  in  deficit  reduction 
that  was  enacted  last  year.  Some  will  say,  well,  that  is  a  done  deal. 
Let  me  tell  you  it  is  not  just  a  done  deal 


78 

ChairmEin  Sasser,  Excuse  me  a  moment,  Mr.  Director.  Can  you 
see  that,  Senator  Murray? 

Senator  Murray.  Yes. 

Chairman  Sasser.  Good.  Thank  you.  I  was  not  sure  if  Senator 
Murray  could  see  it  from  that  angle. 

Senator  Murray.  I  cannot  see  you,  but  I  can  see  the  chart. 

Chairman  SASSER.  Oh,  you  cannot  see  me?  Well,  it  is  really  more 
important  to  see  that  chart.  Senator  Murray. 

Senator  Murray.  You  need  binoculars  down  here.  [Laughter.] 

Mr.  Panetta.  The  $500  bilUon  in  deficit  reduction  is  obviously 
something  we  need  to  maintain.  There  is  Eilways  a  lot  of  pressure 
to  change  a  lot  of  the  elements  of  that  package.  We  have  resisted 
efforts  to  change  that.  We  are  stajdng  on  track  with  both  the  cuts 
in  entitlements  that  were  part  of  that  package  as  well  as  the  reve- 
nues. 

Second,  we  have  stuck  to  the  spending  caps  that  were  estab- 
lished as  part  of  that  package.  Again,  some  have  said,  well,  you 
know,  there  is  a  cap  that  was  enacted  last  year.  Yes,  the  cap  was 
enacted.  It  was  enacted  as  part  of  a  $500  billion  deficit  reduction 
package,  and  it  was  enacted  by  those  members  that  had  the  guts 
to  vote  for  that  package.  It  is  not  easy  just  to  talk  about  a  cap  as 
somehow  falling  fi*om  the  sky.  It  did  not.  It  took  votes,  and  it  took 
the  courage  of  people  who  were  willing  to  vote  for  those  caps  to  be 
put  in  place.  And  that  is  what  happened  last  year,  and  we  respect 
the  members  that  did  that.  And  that  is  why  we  have  a  cap,  and 
that  is  why  we  are  sticking  to  it.  It  is  $542  billion.  It  is  tough,  par- 
ticularly compared  to  about  $550  billion  we  spent  last  year. 

Third,  it  is  the  lowest  deficit  as  a  percent  of  GDP  since  1979,  and 
I  will  have  a  chart  that  will  basically  define  that.  But  the  fact  is 
that  what  the  Administration  started  with  was  the  reality  that  in 
1992,  the  deficit-to-GDP  ratio  was  close  to  5  percent.  We  have  now 
reduced  that  in  this  budget  to  almost  half  And  you  are  really  look- 
ing at  a  downward  track  with  regard  to  the  deficit  as  a  percent  of 
GDP,  and  that,  frankly,  counts  a  great  deal. 

The  deficit  goes  down  3  straight  years,  as  we  have  said,  and  CBO 
obviously  has  confirmed  the  numbers  that  we  have  presented  with 
regard  to  the  deficit. 

Next  chart,  please. 

The  next  chart  that  I  want  to  refer  to  is  the  chart  that  indicates 
where  the  deficit  was  headed  before  we  enacted  the  economic  plan. 
The  top  line  reflects  that  deficits  were  increasing,  going  to  $300  bil- 
lion, up  to  $400  bilhon  by  the  latter  part  of  the  decade,  close  to 
$500  billion,  leveling  off  for  a  while,  and  then  up  to  $600  billion 
if  you  look  at  the  CBO  estimates.  So  we  were  looking  at  a  path  of 
$300,  $400,  $500,  $600  bilhon  annual  deficits. 
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We  have  now  reversed  that  path.  If  you  look  at  the  green  line, 
it  is  a  line  that  reflects  where  the  deficit  is  without  health  care  re- 
form, and  this  line  is  with  health  care  reform.  We  hope  to  reduce 
the  deficit  even  more,  and  that  is  really  the  challenge,  frankly,  for 
the  Congress — to  take  on  that  issue  in  terms  of  achieving  health 
care  savings  for  the  future.  But,  nevertheless,  you  can  see  the 
major  difference  here.  We  have  got  a  path  now  that  begins  to  move 
that  annual  deficit  downward. 

As  a  percent  of  GDP — we  will  go  to  the  next  chart — this  shows 
where  we  were  in  the  years  1989  to  1992  with  regard  to  deficits 
as  a  percent  of  GDP.  The  columns  on  the  left  indicate  the  fact  that 
we  were  looking  at  a  5  percent  deficit  to  GDP  ratio,  and  1993, 
1994,  1995  and  1996  show  a  decline  in  that. 
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This  is  the  kind  of  chart  you  like  to  show,  as  Budget  Director, 
because  it  really  does  indicate  where  we  have  been  and  where  we 
are  going  in  terms  of  the  future,  and  it  is  a  good  path. 

To  stay  on  that  path,  basically  we  have  to  focus  on  spending  cuts, 
and  let  me  summarize  some  of  the  key  spending  cuts  that  are  part 
of  this  budget. 

What  we  did  in  the  approach  here  was  to  try  to  focus  on  some 
basic  themes  which  I  will  summarize,  but  these  are  some  of  the 
major  cuts  that  we  are  looking  at.  We  have  115  terminations.  Sen- 
ator Domenici  has  always  said  in  the  time  that  I  have  worked  on 
budgets  that  the  test  of  any  budget  is  whether  or  not  we  get  rid 
of  anvthing,  whether  we  stop  a  program,  whether  we  stop  a  project, 
whether  we  stop  something. 

There  are  115  in  this  proposal,  and  they  range  across  the  board. 
But  the  fact  is  that  if  you  want  to  get  to  where  you  have  to  go,  you 
have  got  to  engage  in  some  termination  of  programs.  There  are 
about  300  cuts  below  the  1994  level  in  programs  including  the  ter- 
minations. That  tells  you  that  the  appropriations  process  is  going 
to  have  to,  in  fact,  cut  some  programs  below  the  1994  level,  if  we 
are  going  to  make  some  of  the  investments  that  we  are  interested 
in,  and  even  if  we  are  not  going  to  make  some  of  the  investments. 
Just  to  get  to  the  cap,  we  are  going  to  have  to  make  some  cuts. 

The  118,300  in  FTE  personnel  reductions  is  part  of  the  252,000 
reduction  recommended  by  the  National  Performance  Review,  and 
that  the  Senate  basically  has  built  into  the  crime  bill  and  that  the 
President  is  committed  to;  and  about  a  $16  biUion  cut  in  non-in- 
vestment programs.  It  is  a  5-year  cut  below  baseline  of  $221  bU- 
hon.  Let  me  just  talk  about  that  issue.  Everybody  kind  of  assumes 
that  we  are  now  talking  about  the  issue  of  what  did  we  spend  in 
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1994,  and  what  are  we  going  to  spend  in  1995,  and  I  do  not  mind 
debating  that.  It  is  important  that  we  all  talk  on  the  same  basis. 

I  think,  however,  that  we  do  have  to  reflect  on  the  fact  that  if 
we  allowed  inflation  to  go  into  the  budget,  over  these  next  5  years 
you  are  talking  about  an  additional  $221  billion,  which  is  where  we 
would  be,  if  you  allowed  for  what  was  the  traditional  baseline  in- 
creases in  the  budget. 

Now,  we  can  debate,  obviously,  whether  or  not  we  should  be  talk- 
ing about  cuts  off  baseline.  But  I  have  to  tell  you  that  when  a  stu- 
dent fee  goes  up  and  we  do  not  give  that  student  the  amount  to 
cover  that,  that  is  a  cut,  as  far  as  I  am  concerned.  When  we  talk 
about  cost  of  living  increases  for  retirees  and  we  cut  those,  there 
is  nobody  that  questions  the  fact  that  that  is  a  cut. 

DISCRETIONARY  SPENDING 
CUT  BELOW  BASELINE 

BUDGET  AUTHORITY 


DOLLARS  IN  BILLIONS 
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So  I  just  want  to  again  emphasize  that  essentially  $221  billion 
that  normally  would  be  provided  in  past  years  as  part  of  inflation 
increases  in  the  budget  is  out.  We  are  now  wiping  that  out  and 
going  down  to  the  cap  level  that  we  are  operating  with.  So  that, 
too,  has  created  some  pain. 

Let  me  talk,  if  I  can,  about  the  areas  that  we  had  to  focus  on 
with  regard  to  the  cuts  themselves.  Incidentally,  this  is  a  chart  I 
often  use  when  people  talk  about  the  fact  that  spending  is  still 
going  up  because  of  health  care  and  other  costs.  Spending  as  a  per- 
cent of  GDP  is  going  down,  and  that  is  a  fundamental  issue  that 
we  have  always  talked  about,  what  percentage  of  Federal  Govern- 
ment spending  eats  up  the  GDP. 

SPENDING  AS  A  PERCENT  OF  GDP 
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Well,  as  you  can  see,  between  1989  and  1992,  we  went  up  to  23 
percent.  In  the  budgets  we  have  presented  here,  we  are  going  down 
to  21  percent  by  1995,  Federal  spending  to  GDP.  It  is  I  think  an 
important  point,  that  we  are  beginning  to  basically  push  down  the 
level  of  spending  in  the  overall  budget  as  a  percentage  of  GDP. 

Now  let  me  talk  specifically  about  some  of  the  spending  cuts  and 
the  themes  that  we  used  to  deal  with  that.  There  were  basically 
about  five  themes  that  we  tried  to  establish  when  we  went  through 
the  cuts.  The  first  was  managing  government  better  for  cost  effec- 
tiveness and  for  results.  Part  of  this  came  out  of  the  National  Per- 
formance Review,  and  part  of  it  is  good  business,  if  you  want  to  be 
able  to  better  manage  the  money  that  comes  from  the  taxpayers. 

Second,  to  try  to  better  target  those  funds  in  terms  of  govern- 
ment grants;  third  is  just  the  fact  that,  obviously,  we  are  at  the  end 
of  the  cold  war,  so  there  are  some  savings  that  we  can  achieve  as 
a  result  of  that.  In  addition,  we  have  non-priority  programs  that 
we  think  can  be  eliminated,  and  lastly  paying  for  some  government 
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services,  fees,  in  other  words,  to  cover  some  of  the  costs  of  Federal 
programs. 

Let  me  just  mention  some  of  the  programs  in  each  of  those  cat- 
egories. On  managing  government  for  cost  effectiveness  and  re- 
sults, obviously,  the  reduction  of  118,300  FTE's,  252,000  over  5 
years,  is  better  management  of  government.  We  think  we  can  do 
the  job  at  the  Federal  level  with  fewer  employees. 

That  is  the  same  process  that  a  lot  of  private  companies  and  cor- 
porations have  had  to  go  through.  We  think  the  Federal  Grovem- 
ment  can  do  the  same  thing,  and  it  will  not  undercut  our  ability 
to  deliver  services.  We  can  do  it.  It  is  tough,  it  may  be  hard  on 
some  of  the  people,  leaving  government  service,  if  layoffs  are  need- 
ed. But  we  had  to  do  it  in  the  Defense  Department  as  a  result  of 
defense  reductions,  and  we  can  do  this,  but  it  is  tough. 

We  are  also  recommending  procurement  reforms  as  part  of  the 
budget,  and  that  is  good  management.  Third,  we  are  tightening  up 
in  some  of  the  departments.  The  Agriculture  Department,  in  par- 
ticular, is  streamlining  its  field  offices.  We  are  looking  at  1,200 
field  offices  being  closed  in  the  Department  of  Agriculture.  Some  of 
those  are  in  areas  where  they  should  not  have  been  in  the  first 
place,  like  New  York  City.  Some  of  them  are  in  communities  that 
are  going  to  have  to  bear  part  of  the  brunt  of  reduced  services  in 
agriculture.  But  we  think  this  is  some  of  the  streamlining  that 
needs  to  be  done,  not  only  in  the  Department  of  Agriculture,  but 
HUD,  as  well. 

In  the  second  area,  ending  the  cold  war,  obviously  there  we  have 
some  of  the  defense  savings  that  we  are  continuing  to  achieve.  In 
addition  to  that,  there  are  savings  at  the  Department  of  Energy 
with  regard  to  weapons  production  that  was  part  of  our  response 
during  the  cold  war,  and  so  we  are  getting  some  additional  savings 
in  the  Department  of  Energy. 

The  third  area  is  better  targeted  government  grants.  This  is  an 
area  that  is  sensitive  and  it  includes  three  programs  that  have 
been  profiled  I  think  in  the  last  few  days.  Let  me  just  mention  the 
importance  of  the  need  to  tighten  up  on  some  of  these  programs. 

On  the  low-income  energy  assistance  program,  we  are  looking  at 
a  cut  or  a  reduction  of  almost  $707  million.  Now,  the  effort  there 
we  think  is  to  try  to  see  if  we  can  better  target  that  program.  As 
all  of  you  know,  when  we  first  had  the  LIHEAP  Program,  and  I 
was  here  in  the  Congress  at  the  time,  the  reason  for  the  LIHEAP 
Program  was  that  heating  fuel  costs  were  going  up  in  the  North- 
east, because  of  the  oil  embargo.  So  we  built  in  a  program  to  try 
to  assist  people  because  of  those  costs. 

What  happened  was  everybody  saw  a  good  thing.  Pretty  soon,  be- 
fore you  know  it,  the  formula  basically  said  we  ought  to  spread  this 
money  out  across  the  entire  country.  Now  if  I  want  to  release 
money  targeted  to  the  Northeast  or  the  Midwest,  because  of  snow 
or  cold  weather,  in  that  formula  I  have  to  distribute  money  to 
warm  weather  States  at  the  same  time. 

Last  year,  for  example,  $1.5  million  went  to  Hawaii,  $2  million 
went  to  Puerto  Rico  and  the  Virgin  Islands  and  Guam.  I  think  we 
can  do  a  better  job  of  targeting.  I  know  this  is  sensitive,  but  we 
have  a  responsibility  to  say  if  we  want  to  provide  help  to  people 
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in  trouble  in  cold  weather,  then  let  us  target  it  there.  So  that  is 
what  I  am  asking  the  Congress  to  do. 

The  other  part  of  this  is  we  would  like  to  move  the  contingency 
that  is  there  in  the  LIHEAP  Program.  Senator  Harkin  built  in  a 
contingency,  and  we  would  like  to  move  that  into  next  year,  as 
well,  so  we  have  got  a  little  bit  of  a  cushion  in  order  to  improve 
that  program. 

On  transit  operating  subsidies,  this  is  also  sensitive.  Here  we  re- 
duced operating  subsidies  by  about  $202  million,  but  we  increased 
capited  subsidies  by  $652  million.  Now,  this  is  just  basically  what 
we  think  is  a  better  role  for  the  Federal  Government  in  the  mass 
transit  area. 

We  think  we  have  a  role  to  assist  communities  with  regard  to 
capital  investments  that  are  costly.  We  will  help  them  buy  the 
buses,  help  them  build  some  of  the  rails  and  the  tracks  and  what 
have  you  that  they  need.  But,  on  operating,  we  believe  commu- 
nities should  pick  up  a  little  more  of  the  responsibility  on  the  oper- 
ating side,  £ind  that  is  the  purpose  of  this  reduction. 

Public  housing  is  another  sensitive  cut.  Again,  this  is  not  a  ques- 
tion of  whether  or  not  we  will  build  public  housing,  we  are.  Wheth- 
er or  not  we  are  for  elderly  housing,  we  are.  Elderly  housing  right 
now  has  a  5-year  backlog.  We  keep  putting  money  into  the  appro- 
priations, and  the  problem  is  we  are  not  building  the  elderly  hous- 
ing on  the  other  end,  for  whatever  reason.  Some  of  it  is  the  prob- 
lems at  HUD,  and  some  of  it  is  problems  with  regard  to  commu- 
nities that  cannot  decide  where  they  want  to  locate  it.  But  we  are 
continuing  to  put  money  into  the  pipeline.  On  public  housing,  we 
have  got  a  more  than  $8  billion  load  that  is  in  the  pipehne  that 
is  not  coming  out  the  other  end. 

Now,  for  1995,  this  reduction  is  not  going  to  affect  construction, 
but  what  we  want  to  do  is  to  have  the  Administration  and  Con- 
gress, please  let  us  work  together  to  try  to  expedite  this  money,  so 
that  we  build  the  public  housing.  Let  us  not  simply  put  more  in 
the  pipeline  that  is  not  taking  us  anywhere. 

So  that  is  the  reason  we  have  recommended  that.  It  is  sensitive, 
I  understand  that.  But  at  the  same  time,  I  think  we  have  a  respon- 
sibility to  try  to  do  a  better  job  on  targeting. 

With  regard  to  non-priority  programs,  that  is  mainly  the  115 
eliminations.  There  are  a  lot  of  education  programs,  smaller  edu- 
cation programs  that  we  think  can  be  consolidated  and  done  away 
with.  Secretary  Riley  believes  that  that  is  the  case.  But  then  there 
are  some  smaller  programs  that,  very  frankly,  we  just  think  are 
non-priority  programs  that  also  C£in  be  done  away  with. 

Last,  on  paying  for  government  services,  we  have  included  some 
fees  here  to  try  to  cover  government  services.  Let  me  just  mention 
that  the  level  of  fees  here  is  about  half  of  what  we  saw  in  the  Bush 
budgets.  This  is  somewhere  around  $1.5  billion  we  have  with  re- 
gard to  fees  and  collections.  In  the  Bush  budgets,  it  was  about  $2.8 
billion.  The  Dole  and  Domenici  and  Kasich  budgets  were  even  high- 
er with  regards  to  the  level  of  fees.  We  tried  to  keep  it  moderate, 
but  at  the  same  time  we  think  the  government  ought  to  be  repaid 
for  some  of  the  services  it  provides. 

Let  me  turn,  if  I  can  now,  to  the  investments,  because  this  is  the 
other  side  of  this  ledger.  As  we  try  to  get  cuts,  we  also  felt  we 
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wanted  to  make  some  investments.  Incidentally,  on  the  outlay  side, 
we  are  cutting  about  $24  billion,  and  $16  billion  of  that  essentially 
goes  for  deficit  reduction,  and  about  $8.5  billion  goes  to  these  in- 
vestments. 

The  key  investments  are  the  ones  that  the  President  identified 
last  year.  Very  fi-ankly,  I  do  not  think  this  list  of  investments  is 
a  partisan  list  of  investments.  I  think  that  there  is  a  bipartisan 
view  that  this  is  where  we  ought  to  be  putting  money  for  the  fu- 
ture. 

Certainly,  in  education  and  training,  this  is  an  extremely  impor- 
tant area.  We  provide  new  monies  for  Head  Start,  for  Title  I  for 
disadvantaged  elementary  students,  for  Goals  2000,  which  you  are 
debating  now  on  the  floor  of  the  Senate,  for  the  School-to-Work  Ap- 
prenticeship Program,  for  national  service,  for  the  WIC  Program, 
for  children.  In  all  of  these  areas,  there  is  a  significant  increase. 

We  are  also  making  a  major  investment  in  the  workforce  security 
initiative.  This  is  basically  funds  to  assist  dislocated  workers.  Sec- 
retary Reich  is  going  to  be  introducing  a  new  proposal  to  try  to  con- 
solidate some  of  the  programs  that  are  currently  there,  but  to  pro- 
vide a  significant  expansion,  almost  a  31  percent  increase  just  on 
the  training  side  with  regard  to  dislocated  workers.  It  is  about  a 
143  percent  increase,  if  you  look  at  the  last  2  years.  Overall  for 
education  and  training,  the  increase  is  $3.3  billion.  It  is  a  24  per- 
cent increase  from  1994. 

Second,  with  regards  to  the  area  of  technology,  on  technology, 
this  is  a  major  area  of  emphasis  by  the  Administration.  We  have 
increased  NIST,  the  Commerce  Department's  National  Institute  of 
Standards  and  Technology.  Those  are  programs  that  we  think  are 
important  for  defense  conversion.  Information  superhighway  re- 
ceives increased  funding.  The  Defense  Department's  Technology 
Reinvestment  Program  receives  increased  funding.  Energy  con- 
servation R&D,  the  National  Science  Foundation,  all  of  these  areas 
are  increased  $1.4  billion,  and  that  is  a  22  percent  increase  for 
technology. 

On  infrastructure,  we  do  provide  full  fiinding  for  the  ISTEA  Core 
Highway  Program.  We  provide  a  substantial  increase,  as  I  said,  for 
mass  transit  formula  capital  grgoits,  almost  a  40  percent  increase. 
And  the  Department  of  Agriculture's  rural  development  initiative 
is  funded,  as  well.  That  is  about  a  $1.3  billion  investment  in  the 
infrastructure  area. 

On  the  environment,  the  funding  there  is  basically  targeted  at 
natural  resource  protection  and  at  EPA's  clean  water  and  safe 
drinking  water  state  revolving  funds,  where  we  put  almost  $2.3  bil- 
lion. That  is  a  $1.4  billion  increase  for  environmental  programs. 

On  health  security,  these  are  health  programs  outside  of  the 
health  care  reform  plan:  The  National  Institutes  of  Health  gets  a 
record  request  by  the  President.  We  also  provide  additions  for  the 
Ryan  White  Act,  for  childhood  immunizations  and  for  drug  treat- 
ment. It  is  a  total  of  about  a  10  percent  increase  over  1994  for 
these  initiatives. 

On  fighting  crime,  we  basically  adopt  the  Senate's  approach  on 
fighting  crime.  We  take  $2.7  billion  in  1995  and  put  it  into  100,000 
police  on  the  Nation's  streets,  into  implementing  the  Brady  bill, 
into  establishing  community  partnerships,  and  into  a  border  secu- 
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rity  initiative,  to  try  to  slow  down  illegal  immigration,  as  well  as 
other  initiatives  that  were  identified  in  the  crime  bill. 

Last,  on  defense  and  national  security,  as  the  President  has  said, 
we  want  to  basically  stay  with  the  level  that  we  have  estabUshed 
in  the  bottom-up  review  and  not  move  away  from  that.  We  think 
that  would  ensure  that  our  armed  forces  will  be  the  best  equipped, 
the  best  trained  and  the  best  prepared  to  fight. 

Let  me  just  conclude  by  saying  this:  The  whole  purpose  of  a 
budget  is  to  try  to  make  sure  that  it  not  only  helps  people,  but  it 
also  makes  our  economy  stronger.  And  we  think,  as  a  result  of 
what  we  have  seen  last  year  and  the  plan  that  we  are  offering  this 
year,  our  economy  will  get  stronger. 

Look  at  the  job  creation  that  we  have  seen  in  1993  compared  to 
the  job  creation  between  1988  and  1992.  It  is  almost  double  and 
it  is  close  to  2  million  jobs  that  we  have  seen  created.  A  lot  of  those 
jobs  are  created  because  the  economy  is  beginning  to  turn  around, 
£uid  that  relates,  it  seems  to  me,  to  our  ability  to  get  the  budget 
in  line  and  bring  down  interest  rates. 
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Let  me  have  the  next  chart.  With  regard  to  economic  growth, 
again  you  see  where  we  are  going  with  economic  growth.  We  saw 
the  last  quarter  and  we  are  almost  over  4  percent.  We  think  we 
are  going  to  have  a  3  percent  growth  level  for  1994.  We  have  had 
significant  economic  growth  take  place  as  a  result  of,  again,  I  think 
a  large  measure  of  getting  our  fiscal  house  in  order. 
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Last,  in  terms  of  investment  in  equipment,  where  interest  rates 
have  had  a  tremendous  impact,  we  have  seen  a  dramatic  increase 
with  regard  to  investment.  We  have  seen  it  in  housing,  and  it  is 
the  kind  of — look  at  the  difference  in  where  investment  has  gone 
in  1993  and  where  it  was  in  1988  through  1992.  A  lot  of  that  obvi- 
ously is  based  on  the  economy,  and  a  lot  of  it  is  based  on  lower  in- 
terest rates  and  the  ability  to  use  those  savings  and  those  invest- 
ments back  in  their  businesses. 
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INVESTMENT  HAS  GROWN 
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I  think  Alan  Greenspan  said  it  best  of  all:  The  actions  taken  last 
year  to  reduce  the  Federal  budget  deficit  have  been  instrumental 
in  creating  the  basis  for  decUning  inflation  expectations  and  easing 
pressures  on  long-term  interest  rates.  I  think  that  he,  hke  others, 
understands  the  importance  of  what  we  do  in  the  budget  and  how 
it  relates  to  our  overall  economy. 

Now,  let  me  tell  you  what  I  think  is  the  biggest  problem  that  we 
are  looking  at,  having  given  you  the  kind  of  good  news  side  of  it. 
The  bad  news  side  is  that  we  are  still  looking  at  areas  of  Federal 
spending  that  are  going  to  continue  to  go  up  in  the  outyears. 

This  chart  says  it  all:  90  percent  of  the  increase  in  Federal 
spending,  90  percent  of  the  increase  in  Federal  spending  in  the 
coming  years  is  in  three  areas,  health,  medicare  and  medicaid,  the 
other  programs  associated  with  health  care;  the  interest  payments 
on  the  debt,  because  we  built  that  debt  up  so  large  that  we  are 
having  to  pay  the  interest  on  that,  it  is  almost  $214  bUlion  in  this 
budget  that  we  are  paying,  that  is  going  to  continue  to  increase; 
and  social  security,  which  is  in  better  control,  but,  nevertheless,  in- 
creases because,  obviously,  as  people  grow  older,  that  will  be  used 
a  lot  more.  But  those  are  the  three  areas  where  90  percent  of  the 
increase  is  going  to  take  place. 

Discretionary  spending  is  that  little  yellow  mark  down  at  the 
base. 
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SOURCES  OF  SPENDING  GROWTH 
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Chairman  Sasser.  Mr.  Director,  did  Senator  Byrd  have  anything 
to  do  with  preparing  this  chart  here?  [Laughter.] 

Mr.  Panetta.  No,  but  I  am  going  to  carry  it  to  the  Appropria- 
tions Committee. 

What  this  basically  means  is  that  we  have  done  a  very  good  job 
of  controlling  discretionary  spending  with  the  caps.  I  think  we  have 
begun  obviously  to  set  a  better  path  in  terms  of  the  deficit.  But  if 
we  want  to  continue  on  that  path,  we  are  going  to  have  to  begin 
to  deal  with  some  of  these  issues.  Obviously,  interest  will  be  dealt 
with  as  we  reduce  the  deficit. 

I  think  social  security  is  basically  self-funded.  I  think  it  is  in 
good  shape  in  terms  of  the  future.  But  we  have  got  to  deal  with 
health  care.  Health  care  reform,  whatever  plan  you  support,  please, 
you  have  got  to  control  the  costs  in  health  care.  It  is  absolutely  es- 
sential. 

If  you  do  not  think  there  is  a  crisis  in  health  care,  look  at  this 
chart.  Look  at  this  chart.  That,  more  than  anything  else,  tells  you 
about  the  fiscal  crisis  in  health  care,  not  to  mention  the  human 
side  of  the  ledger  with  regard  to  health  care,  as  well.  So  it  is  impor- 
tant for  us,  it  seems  to  me,  to  confi*ont  that  issue,  if  we  want  to 
continue  the  path  towards  deficit  reduction  in  the  future. 

Let  me  just  mention — this  issue  has  been  raised — health  c£u*e  is 
in  the  budget.  Every  tab  that  you  see  here  basically  reflects  where 
the  health  care  reform  bill  is  in  the  budget,  because  we  felt  very 
strongly  that  anything  relating  to  the  Federal  Government  and 
Federal  spending  and  revenues  ought  to  be  reflected  in  the  budget. 

With  regard  to  the  premium  issue,  which  is  going  to  be  the  de- 
bate of  the  day,  we  felt  that  the  premiums,  because  they  would  be 
paid  as  they  are  now,  largely  to  the  alliances  and  then  to  the  insur- 
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ance  companies  and  not  to  the  Federal  Treasury,  that  those  should 
not  be  reflected  in  the  budget. 

Incidentally,  we  £ire  going  to  have  an  entire  presentation  in  the 
budget  document,  assuming  that  the  President's  plan  would  pass. 
We  would  provide  an  entire  presentation  in  the  budget  that  would 
include  both  the  Federal  expenditures  and  revenues,  as  well  as  the 
premiums  and  outlays  from  the  alliances,  because  we  think  it  is 
important  for  the  American  people  to  see  all  of  that. 

There  were  some  stories  last  night  that  somehow  we  had  not  in- 
cluded Federal  health  care  in  the  budget.  It  is  here  in  the  budget. 

Second,  on  welfare  reform,  let  me  just  say  that,  on  welfare  re- 
form, we  have  not  come  to  a  conclusion  as  to  what  the  elements 
of  welfare  reform  will  be.  But  when  we  do  decide  on  those  ele- 
ments, we  are  going  to  have  to  pay  for  it.  And  when  we  present 
the  bill  in  early  spring  on  welfare  reform,  it  will  be  paid  for.  But 
let  us  at  least  have  the  opportunity  to  make  the  decisions  about 
what  goes  into  welfare  reform,  before  we  throw  some  numbers  into 
the  budget. 

Last,  on  GATT,  very  frankly,  on  that  trade  agreement,  in  order 
to  come  up  with  the  funding  for  that,  we  are  going  to  have  to  nego- 
tiate an  approach  to  how  we  pay  for  GATT,  and  that  is  going  to 
have  to  be  done,  frankly,  between  Democrats  and  Republicans,  as 
we  did  on  the  NAFTA  deal.  That  is  the  only  way  you  can  get  it 
done,  particularly  in  the  fast-track  process. 

So  with  the  exception  of  those  areas,  as  I  said,  ever3rthing  that 
you  see  here  in  the  budget  is  what  you  get,  and  hopefully  we  will 
get  this  budget  adopted.  These  cuts  are  needed,  and  the  invest- 
ments are  essential.  Most  importantly,  I  think  the  American  people 
rely  on  us  to  work  together  to  try  to  get  this  budget  in  place  and 
to  try  to  keep  our  economic  recovery  on  track. 

Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Mr.  Director. 

[The  prepared  statement  of  Mr.  Panetta  follows:] 

Prepared  Statement  of  Leon  E.  Panetta,  Director,  Office  of 
Management  and  Budget 

Mr.  Chairman,  Senator  Domenici,  members  of  the  committee,  as  always  it  is  a 
pleasure  to  appear  before  you.  I  am  here  today  to  discuss  the  President's  fiscal  year 
1995  budget,  which  he  transmitted  to  the  Congress  yesterday.  A  copy  has  been  pro- 
vided to  every  Member,  and  I  hope  that  you  and  your  staff  have  found  it  useful. 

The  President's  1995  budget  builds  on  the  very  strong  foundation  for  long-term 
growth  and  prosperity  that  we  laid  together  last  year  with  the  adoption  of  the  Presi- 
dent's economic  plan.  The  budget  emphasizes  continued  fiscal  discipline  and  spend- 
ing cuts,  both  to  follow  through  on  deficit  reduction  and  to  finance  targeted  public 
investments  in  long-term  economic  growth. 

In  November,  1992,  the  American  people  sent  a  clear  message  that  they  wanted 
to  reverse  the  budget  and  economic  policies  of  the  past,  which  had  produced  huge 
deficits  and  a  stagnant  economy.  President  Clinton  has  carried  out  that  mandate. 

With  his  economic  plan  last  year,  and  with  this  budget,  President  Clinton  has  set 
a  new  path  for  the  future.  Instead  of  rising  deficits,  we  have  shrinking  deficits.  In- 
stead of  tax  unfairness,  we  have  a  tax  system  that  according  to  the  Congressional 
Budget  Office,  is  more  progressive  than  at  any  time  in  at  least  17  years.  Instead 
of  ignoring  our  future,  we  are  investing  to  improve  long-term  economic  growth  and 
to  make  today's  workers  and  our  children  more  productive.  And  finally,  the  numbers 
are  real — no  rosy  scenarios,  no  gimmicks,  no  smoke  and  mirrors.  What  you  see  is 
what  you  get. 
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FISCAL  DISCIPLINE 

Deficits 

This  budget  preserves  the  $500  bilHon  in  deficit  reduction  that  Congress  and  the 
President  enacted  in  1993  through  the  Omnibus  Budget  ReconciUation  Act  (OBRA- 
93).  It  sticks  to  the  spending  caps  estabhshed  last  year.  It  produces  the  lowest  defi- 
cits as  a  percentage  of  GDP  in  15  years,  since  1979.  And  it  produces  declining  defi- 
cits for  3  straight  years.  The  Congressional  Budget  Office  essentially  has  confirmed 
these  numbers.  Indeed,  CBO  believes  the  deficit  will  be  even  lower. 

The  budget  deficit,  which  was  $290  billion  in  1992  and  $254.7  billion  in  1993,  is 
proiected  to  fall  to  $234.8  bilUon  in  1994,  and  $176.1  in  1995.  That  would  be  three 
declines  in  a  row  in  over  40  years — for  the  first  time  since  Harry  Truman  was  presi- 
dent. As  the  President  said  in  his  State  of  the  Union  Address,  today  the  buck  stops 
here. 

The  1995  deficit  was  projected  at  $302  billion  before  the  President's  plan  was  en- 
acted. The  $126  billion  drop  to  $176  billion  represents  a  40-percent  cut  in  the  defi- 
cit. The  cut  is  due  primarily  to  two  factors.  The  specific  deficit  reduction  measures 
contained  in  OBRA-93  are  responsible  for  $83  billion,  or  about  two-thirds,  of  that 
total.  The  improved  economic  outlook  is  responsible  for  another  $22  billion.  That  in- 
cludes $12  billion  fi"om  economic  changes,  largely  lower  interest  rates,  and  $10  bil- 
lion fi:"om  reduced  deposit  insurance  outlays,  also  due  largely  to  lower  interest  rates. 

As  a  percentage  of  GDP,  which  gives  the  best  measure  of  the  deficit's  impact  on 
the  economy,  the  deficit  declines  from  4.9  percent  in  1992  to  4.0  percent  in  1993, 
and  2.5  percent  in  1995.  Without  enactment  of  the  President's  health  care  plan,  it 
flattens  out  at  2.3  percent  through  1999.  But  with  the  plan's  enactment,  it  falls  to 
2.1  percent  by  1999.  This  is  a  sharp  contrast  to  the  previous  4  years,  when  deficits 
as  a  percentage  of  GDP  rose  considerably. 

Let  me  quote  the  Congressional  Budget  Office.  CBO's  January  report  on  the  budg- 
et outlook  stated,  ".  .  .  the  deficit  picture  is  significantly  brighter  than  it  appeared 
1  year  ago.  .  .  .  The  dramatic  improvement  since  last  January  is  largely  the  result 
of  the  enactment  in  August  of  a  major  package  of  tax  increases  and  spending  cuts — 
the  Omnibus  Budget  Reconciliation  Act  of  1993." 

Spending  cuts 

With  regard  to  spending  cuts,  the  budget  sticks  to  the  spending  caps,  which  freeze 
outlays  at  1993  levels.  Indeed,  discretionary  outlays  fall  by  nearly  $8  billion  from 
1994  levels.  Seven  out  of  14  departments  are  cut  below  the  1994  enacted  level,  in 
either  budget  authority  or  outlays  or  both. 

Some  300  programs  are  cut  below  the  1994  enacted  level,  including  more  than  100 
which  are  actually  terminated. 

Federal  employment  is  reduced  by  118,000  from  the  beginning  of  1993.  That  ex- 
ceeds the  President's  executive  order  requirement  by  18  percent,  and  it  puts  us 
ahead  of  schedule  for  achieving  the  252,000  reduction  recommended  in  the  Vice 
President's  National  Performance  Review. 

To  give  an  example  of  the  austerity  of  the  spending  freeze,  over  the  next  5  years 
it  will  take  $221  billion  in  cuts  from  baseline  to  meet  the  spending  caps. 

Here  again,  there  is  a  stark  comparison  to  the  previous  12  years.  Annual  Federal 
spending  as  a  percentage  of  GDP  is  going  to  be  lower  than  it  was  in  those  years. 

The  spending  cuts  are  in  the  following  areas: 

•  Managing  government  for  cost-effectiveness  and  results.  Savings  here  include  the 
reduction  of  Federal  personnel  levels  by  118,300  and  the  elimination  of  1,200  De- 
partment of  Agriculture  field  offices. 

•  Better  targeting  of  government  grants.  Savings  here  include  Low-Income  Home 
Energy  Assistance  (LIHEAP),  a  reduction  of  $707  million  from  1994,  which  will  per- 
mit us  to  better  target  the  program  to  areas  of  the  greatest  need;  Transit  Operating 
Subsidies,  a  reduction  of  $202  million  in  a  program  that  is  more  appropriately  fi- 
nanced at  the  local  level  that  will  help  us  to  increase  by  $650  million  capital  transit 
subsidies,  which  we  believe  are  a  more  appropriate  use  of  Federal  funds;  and  public 
housing  savings  of  over  $2  billion,  in  an  area  where  the  cost  is  $8  billion  in  the 
funding  pipeline  already,  permitting  us  to  make  significant  investments  in  housing 
vouchers  and  aid  to  the  homeless. 

•  Reductions  and  terminations  of  low-priority  programs.  The  budget  terminates 
over  100  programs,  ranging  from  oilseed  export  subsidies,  portions  of  the  impact  aid 
program,  and  NASA's  long  duration  orbiter  to  the  Beluga  Whale  Committee  and  the 
Center  for  Shark  Research.  We  think  it  makes  sense  in  some  programs  not  just  to 
reduce  spending  but  to  end  it  entirely. 

•  Defense  savings  following  the  end  of  the  cold  war.  The  downsizing  of  the  defense 
budget  that  began  in  the  mid-1980's  and  which  President  Bush  accelerated  following 
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the  end  of  the  cold  war  is  continuing  in  this  Administration.  However,  the  President 
will  not  accept  any  further  reductions  beyond  those  we  proposed  last  year. 

•  Requiring  payment  for  government  services.  Finally,  while  this  budget  contains 
no  new  tax  increases,  other  than  the  taxes  contained  in  the  health  care  reform  plan, 
it  does  contain  some  fee  increases.  One  example  would  be  the  increased  gun  dealer 
Ucensing  fees  announced  by  Secretary  Bentsen  in  order  to  help  curb  the  gun  vio- 
lence on  our  streets. 

INVESTMENTS 

While  about  two-thirds  of  the  spending  cuts — $17  billion  in  outlays — will  be  used 
to  fulfill  the  deficit  reduction  we  required  last  year,  the  other  one-third — about  $8 
billion  in  outlays — will  finance  nearly  $14  billion  in  budget  authority  for  targeted 
investments  in  the  future  of  our  economy  and  our  people. 

Those  investments  are  in  research,  technology,  and  infi-astructure  to  spur  eco- 
nomic growth  and  create  more  and  higher-pa}dng  jobs;  in  education  and  training  to 
make  our  children  and  workers  more  productive  and  prepare  them  to  hold  those 
jobs  now  and  in  the  future;  in  the  environment;  in  health  security;  and  in  fighting 
crime. 

Investments  in  the  budget  include  the  following: 

Technology  and  research:  the  Conmierce  Department's  National  Institute  of 
Standards  and  Technology  (NIST),  the  information  super  highway,  the  Defense  De- 
partment's Technology  Reinvestment  Program  and  other  defense  conversion  dual- 
use  technology  programs,  energy  conservation  research  and  development,  NASA's 
Mission  to  Planet  Earth,  and  National  Science  Foundation  research  and  education. 

Overall  for  technology  and  research  investment  programs,  there  is  a  $1.4  billion, 
or  22-percent  increase  over  1994,  and  a  50-percent  increase  over  1993. 

Infrastructure:  full  funding  of  the  core  highway  programs  under  the  Intermodal 
Surface  Transportation  Efficiency  Act  (ISTEA),  a  substantial  increase  for  mass  tran- 
sit formula  capital  grants,  and  the  Department  of  Agriculture's  rural  development 
initiative. 

For  infi-astructure  investment  programs,  there  is  a  $1.3  billion,  or  6-percent,  in- 
crease, a  21-percent  increase  fi'om  1993  (not  including  a  $1.7  billion  increase  in 
rural  development  loans. 

Education,  other  children's  programs:  substantial  investments  for  Head  Start, 
Title  I  for  disadvantaged  elementary  students.  Goals  2000  for  elementary  and  sec- 
ondary school  reform,  the  School-to-Work  Apprenticeship  Program  for  non-college- 
bound  hi^h  school  students,  and  national  service  to  allow  more  young  people  to 
serve  their  communities  and  earn  money  toward  college,  and  a  significant  increase 
for  the  WIC  Nutrition  Program  for  pregnant  women,  infants,  and  young  children. 

Training:  the  President's  Workforce  Security  Initiative  to  provide  a  new  reemploy- 
ment system,  a  significant  expansion  of  the  Job  Corps,  and  a  one-stop  career  shop- 
ping initiative. 

For  education  and  training  investments,  the  increase  is  $3.3  billion,  or  24  percent, 
fi-om  1994,  43  percent  fi-om  1993. 

Environment:  the  climate  change  action  plan  in  the  Department  of  Energy,  natu- 
ral resource  protection  and  environmental  infi-astructure  in  the  Interior  Depart- 
ment, and  the  Environmental  Protection  Agencjr's  clean  water  and  safe  drinking 
water  State  revolving  funds. 

For  environmental  investments,  the  increase  is  $1.4  billion,  or  24  percent,  fi'om 
1994,  32  percent  fi-om  1995. 

Health  security:  a  record  request  for  the  National  Institute  of  Hesilth,  continued 
additions  for  the  Ryan  White  Act,  childhood  immunizations,  and  drug  treatment. 

For  these  programs,  which  are  separate  fi-om  the  President's  health  care  reform 
plan,  there  is  an  overall  increase  of  $1.3  billion,  or  10  percent,  over  1994,  or  20  per- 
cent over  1993. 

Crime:  an  additional  $2.7  billion  in  1995,  most  of  which  is  for  the  community  po- 
licing initiative,  the  President's  pledge  to  put  an  additional  100,000  pohce  on  the 
Nation's  streets;  in  addition,  there  are  funds  to  implement  the  Brady  bill,  to  estab- 
lish the  Community  Partnerships  Against  Crime  Program  in  the  Department  of 
Housing  and  Urban  Development,  and  a  major  initiative  to  tighten  border  security 
and  slow  down  illegal  immigration. 

Defense/National  security 

The  budget  reflects  the  President's  commitment  to  permit  no  further  reductions 
in  defense  spending  beyond  those  proposed  last  year.  This  will  ensure  that  our 
armed  forces  remain  the  world's  best  equipped,  best  trained,  and  best  prepared 
fighting  force. 
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THE  PRESIDENT'S  PLAN  IS  WORKING 

The  President's  plan  for  reducing  deficits  and  increasing  investment  is  working. 
The  President's  commitment  to  reduce  deficits  helped  to  bring  down  long-term  inter- 
est rates  last  year  by  over  a  full  point.  Those  low  rates  are  the  primary  engine  driv- 
ing the  strong  and  stable  economic  recovery. 

In  the  first  year  of  the  Clinton  presidency,  nearly  2  million  jobs  were  created. 
Some  1.7  million  were  in  the  private  sector,  70  percent  more  than  in  the  years  1989 
to  1992.  The  rate  of  unemployment  fell  from  7.3  percent  at  the  end  of  1992  to  6.4 
percent  at  the  end  of  1993. 

The  economy  grew  at  a  rate  of  2.9  percent  during  1993.  During  1989-1992,  it 
grew  at  a  rate  of  1.4  percent.  And  we  oelieve  that  the  conditions  are  in  place  for 
an  extended  period  of  sustained  economic  growth — 3  percent  in  real  terms  during 
1994,  gradually  leveUng  off  to  2.5  percent  in  1999. 

The  housing  market  is  experiencing  a  strong  recovery,  and  business  fixed  invest- 
ment in  equipment — a  key  measure  of  future  growth — grew  eight  times  faster  dur- 
ing_  1993  than  from  1989  to  1992. 

Finally,  continuing  low  inflation — ^the  CPI  increased  during  1993  at  the  lowest 
rate  since  1986,  and  the  GDP  deflator  at  the  lowest  rate  since  1964 — means  that 
we  have  laid  the  groundwork  for  a  strong,  steady  recoverv. 

To  quote  Federal  Reserve  Chairman  Alan  Greenspan,  The  actions  taken  last  year 
to  reduce  the  Federal  budget  deficit  have  been  instrumental  in  creating  the  basis 
for  declining  inflation  expectations  and  easing  pressures  on  long-term  interest  rates. 
Although  we  may  not  all  agree  on  the  specifics  of  the  deficit  reduction  measures, 
the  financial  markets  are  apparently  inferring  that,  on  balance,  the  Federal  Govern- 
ment will  be  competing  less  vigorously  for  private  savings  in  the  years  ahead. 

Chairman  Greenspan  continued,  "Partly  because  of  these  structural  adjustments, 
the  foundations  of  the  economic  expansion  are  looking  increasingly  well-en- 
trenched." 

THE  FUTURE 

With  regard  to  the  future,  the  President's  health  care  plan  would  bring  the  deficit 
as  a  percentage  of  GDP  down  to  2.1  percent  by  1999.  However,  we  don't  have  a 
chance  to  bring  the  deficit/GDP  ratio  down  without  the  President's  health  care  plan. 
Health  care  is  easily  the  most  significant  source  of  increased  Federal  spending  in 
the  ftiture.  Indeed,  this  is  the  otdy  major  area  of  spending  that  is  growing  faster 
than  the  economy.  Health  care  reform  is  needed  not  only  to  provide  health  security 
to  every  Ajnerican  but  to  control  costs  for  families,  for  businesses,  and  for 
govement. 

The  Federal  elements  of  the  health  care  plan  are  fully  described  in  the  budget 
documents,  and  the  numbers  in  the  document  fuUy  reflect  the  impact  of  the  plan 
on  the  budget. 

There  are  other  mandatory  issues  that  we  will  address  this  year. 

The  first  is  welfare  reform,  a  top  priority  for  the  President,  on  which  the  Adminis- 
tration has  spent  considerable  time  and  effort.  We  hope  to  present  a  legislative  pro- 
posal that  will  encourage  responsibility  and  work.  That  plan  will  be  fully  paid  for. 

Likewise,  the  legislation  to  implement  the  GATT  trade  treaty  will  be  sent  to  the 
Congress,  with  the  revenue  losses  fully  ofiFset.  We  plan  to  work  with  the  Congress 
on  a  bipartisan  basis  on  the  elements  of  that  legislation,  as  we  did  prior  to  the  adop- 
tion of  the  NAFTA  legislation,  to  ensure  that  the  legislation  is  adopted  in  the  fast- 
track  fi-amework. 

Finally,  with  regard  to  the  futtu-e,  we  know  that  entitlement  programs  need  to 
be  examined  fiirther  to  see  if  there  are  additional  savings  that  can  be  accomplished. 
The  President's  Bipartisan  Commission  on  Entitlement  Reforms,  to  be  headed  by 
Senator  Kerrey  and  Danforth,  will  give  us  an  opportunity  to  study  these  issues  more 
carefully  and  consider  possible  reforms. 

CONCLUSION 

Mr.  Chairman,  Senator  Domenici,  we  have  spent  a  lot  of  time  over  the  past  sev- 
eral years  working  to  reduce  deficits,  to  slow  the  growth  of  spending,  and  to  restore 
the  niture  of  our  children  and  grandchildren.  The  plan  the  Congress  and  the  Presi- 
dent adopted  last  year  is  finally  doing  that.  We  need  to  stay  on  course  with  that 
plan,  ana  we  need  to  enact  health  care  reform.  I  look  forward  to  working  with  you 
as  you  work  on  your  budget  resolution  emd  as  we  confiront  the  challenges  facing  us 
in  the  year  ahead. 

Again,  thank  you  for  having  me  here.  I  will  be  happy  to  respond  to  your  ques- 
tions. 
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Chairman  Sasser.  I  am  going  to  be  very  brief  and  just  ask  you 
one  question,  because  a  number  of  our  colleagues  have  been  wait- 
ing here  for  some  time.  Director  Panetta,  you  have  been  through 
the  budget  wars  for  several  years,  and  you  and  I  have  been 
through  quite  a  few  of  these  battles  together  when  you  were  chair- 
man of  the  House  Budget  Committee. 

You  have  been  associated  with  budgets  here  for  I  would  say  al- 
most in  excess  of  20  years.  Do  you  remember  a  time  when  deficits 
improved  so  dramatically  over  so  short  a  period  of  time? 

Mr.  PA^^ETTA.  Well,  somebody  asked  me  how  I  am  enjojring  this 
job.  This  would  be  a  hell  of  a  worse  job,  if  deficits  were  going  up. 
The  reality  is  that  one  of  the  comforting  factors  is,  for  all  of  the 
tough  choices  that  are  made  here,  we  have  something  to  show  the 
American  people — that  we  have  reduced  the  deficit  consistently 
over  these  next  3  years,  and  that  we  have  taken  $126  billion  off 
of  where  the  deficit  was  projected  to  go  in  1995. 

As  you  know,  Mr.  Chairman,  in  the  last  few  years  we  would  fight 
through  budgets  and  the  question  was  not  how  much  we  were 
going  to  cut  the  deficit,  but  how  high  the  deficit  was  going  to  go 
from  year  to  year,  and  how  much  would  it  increase  and  who  could 
keep  it  to  the  least  increase  possible  from  year  to  year.  What  we 
found  in  the  end  is  that  deficits  basically  blew  out  of  control. 

I  think  we  are  getting  a  handle  on  this  issue  now.  It  is  not  just 
the  Administration,  and  it  is  not  just  the  leadership  of  the  Presi- 
dent. It  is  also  the  willingness  of  the  Congress  to  face  these  choices. 
That  combination  is  really  important,  and  that  is  why  I  am  a 
strong  believer  that  you  do  not  necessarily  need  a  constitutional 
amendment  to  deal  with  these  issues,  because  I  think  if  you  have 
the  right  kind  of  leadership  and  you  are  wilUng  to  confront  these 
issues,  you  can  get  the  deficit  down.  That  is  what  we  have  proven. 
We  did  it  in  1993,  we  have  done  it  in  1994,  and  we  wiU  do  it  in 
1995,  and  we  can  continue  to  do  that. 

It  is  not  done,  by  any  means.  But  I  think  if  you  can  take  $126 
biUion  off  the  level  of  the  projected  deficit  in  1  year,  that  we  can 
continue  to  show  the  American  people  that  we  are  on  the  right 
track.  So  the  answer  to  your  question  is  I  think  it  is  encouraging, 
and  it  should  be  encouraging  for  the  members  of  this  committee 
that  have  to  deal  with  budgets,  that  in  the  very  least  we  have 
something  to  go  back  to  the  American  people  with  and  say  we 
think  we  have  turned  this  thing  around.  We  need  to  stick  to  it,  it 
is  going  to  mean  continuing  sacrifices,  but  we  think  we  have 
turned  it  around,  and  our  economy  reflects  that. 

Chairman  Sasser.  Thank  you,  Mr.  Director. 

I  am  going  to  yield  now  to  Senator  Grassley. 

Senator  Grassley.  Thank  you,  Mr.  Chairman. 

I  want  to  first  of  aU  express  why  Senator  Domenici  cannot  be 
here,  because  of  the  Senate  Pohcy  Committee  meeting.  I  know  it 
is  not  the  Chairman's  fault  that  we  have  the  votes  that  we  had  at 
10  o'clock.  He  was  hoping  that  maybe  it  would  be  rescheduled. 
Right  after  that,  starting  right  now  at  2  o'clock,  he  has  got  to  go 
to  the  Appropriations  Committee  for  the  emergency  supplemental 
that  is  coming  up  because  of  the  Cahfomia  earthquake. 

Anjrway,  he  asked  if  I  would  read  two  paragraphs  for  you  out  of 
the  end  of  his  opening  statement: 
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To  my  friend,  the  Director  of  0MB,  and  a  former  fellow  soldier  of  budget  wars, 
let  me  simply  close  by  saying  that,  except  for  the  President,  you  have  the  toughest 
job  of  the  Administration.  Because  the  President  has  many  good  ideas,  some  good, 
some  not  so  good,  but  a  budget,  whether  it  be  from  a  Democratic  administration  or 
a  Republican  administration,  must  correlate  a  President's  promises  with  hard  fiscal 
reality. 


While  you  have  clearly  made  some  strides  in  matching  some  promises  with  actual 

I  think  you  must  know  that  this  budget  has  as  long  ways  to  go  before  all 

of  the  President  s  promises  are  achieved  and,  therefore,  I  give  your  budget  an  in- 


dollars,  I  think 


complete  "maybe".  I  can  work  with  you  to  make  it  more  complete. 

Now  that  is  from  the 

Mr.  Panetta.  That  is  pretty  good,  coming  from  Pete  Domenici. 
[Laughter.] 

Senator  Grassley.  I  think  Pete  did  a  very  good  job  last  night  in 
representing  his  point  of  view,  and  you  did  a  very  good  job  rep- 
resenting your  point  of  view  on  the  Larry  King  Show. 

Chairman  Sasser.  Thank  you,  Senator  Grassley. 

Senator  GRASSLEY.  If  my  wife  says  that,  you  know  she  means  it. 

Chairman  Sasser.  Well,  I  find  our  wives  are  our  severest  critics. 
[Laughter.] 

Senator  Grassley.  Now,  for  my  part,  if  I  could  bring  up  a  couple 
points  from  the  budget  that  you  have  given.  You  mentioned  where 
there  are  a  lot  of  places  that  health  reform  is  talked  about  in  your 
budget.  But  I  want  your  reaction,  assuming  you  have  not  given  it 
already,  because  I  just  got  here  at  1:25. 

The  fact  that  the  CBO  today  is  testifying  that  the  health  care  re- 
form of  the  President  must  be  on  budget,  and  specifically  that  is 
in  regard  to  the  premium  payments  must  be  shown  as  government 
receipts,  rather  than  offsets  to  spending.  Another  way  to  put  it, 
there  would  be  premium  income  that  would  be  $1.4  trillion  of  gov- 
ernmental revenue,  expenditures  would  be  $1.4  trillion  of  expendi- 
tures. There  is  no  increase  in  the  deficit  as  a  result  of  that  account- 
ing, but  it  is  very  important — I  guess  that  is  the  ways  they  ruled, 
that  it  must  be  on  budget.  So  I  would  like  to  have  your  reaction 
to  what  they  said  about  that. 

Then  the  second  thing  that  you  would  be  reacting  to  is  that  the 
CBO  has  recently  stated,  your  reaction  to  this:  They  have  con- 
cluded that  the  Administration's  plans  will  increase,  not  decrease 
the  Federal  budget  deficit.  Between  1995  and  the  year  2000,  CBO 
estimates  the  plan  would  increase  the  Federal  budget  deficit  by  $74 
biUion,  whereas,  the  Administration  has  claimed  deficit  reduction 
of  $59  billion,  so  there  we  would  be  a  $133  biUion  swing.  Your  com- 
ments on  both  of  those,  please. 

Mr.  Panetta.  Senator  Grassley,  first  of  all  with  regard  to  the 
question  of  what  appears  in  the  budget,  as  I  said,  what  we  did  is 
we  basically  took  all  of  the  things  that  related  directly  to  Federal 
spending  and  revenues  and  built  them  into  the  budget,  and  that 
obviously  reflects  the  amounts  on  medicare  and  medicaid,  as  well 
as  defense,  as  well  as  the  veterans  part  of  it,  as  well  as  the  pubUc 
health  portions  of  it,  as  well  as  the  subsidies  that  would  be  pro- 
vided, and  the  cigarette  tax. 

The  reason  for  that,  obviously,  is  those  are  funds  that  are  paid 
out  of  and  go  into  the  Treasury  under  the  plan. 

The  premiums  were  not  included,  because  the  premiums,  as  they 
are  now,  are  payments  that  do  not  flow  to  the  Federal  Treasury, 
but  basically  flow  to  those  who  are  the  providers  of  the  insurance 
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and  ultimately  to  the  providers  themselves.  A  premium  that  is  paid 
to  an  insurance  company  or  to  ultimately  a  provider  is  not  some- 
thing that  is  considered  or  I  think  should  be  considered  a  Federal 
receipt,  and  I  think  there  is  precedent  for  making  that  kind  of  con- 
clusion. 

If  we  start  including  the  fact  that — ^I  think  CBO's  argument  is 
that  because  it  is  a  mandate,  therefore,  it  ought  to  be  included.  The 
fact  is  the  Federgd  Grovemment  issues  all  kinds  of  mandates  and 
we  have  never  considered  them  to  be  a  Federal  receipt.  We  have 
a  mandate  on  minimimi  wage,  we  have  a  mandate  with  regard  to 
clean  £iir,  we  have  a  mandate  on  the  Disabilities  Act.  Expenses  that 
are  incurred  in  order  to  comply  with  those  mandates  are  not  con- 
sidered Federal  receipts. 

Last,  many  States  require  that  auto  insurance  be  purchased  by 
the  drivers  in  their  States.  Those  people  pay  their  premiums  to  the 
auto  insurance  company  and  that  is  not  considered  a  State  receipt 
for  the  State  treasury.  So  I  fund£mient£dly  do  not  agree  with  the 
conclusion  that  the  premiums  ought  to  be  reflected  on  budget. 

Again,  let  me  say  this,  both  with  regard  to  that,  as  well  as  the 
numbers  difference.  Incidentally,  on  the  numbers  difference,  I  have 
always  said  that  we  are  now  in  a  position  where  we  are  tr3dng  to 
estimate  costs  that  we  have  never  really  had  to  estimate  before,  be- 
cause you  are  talking  about  broad  hegdth  care  reform  in  this  coun- 
try. It  took  us  6  months  to  develop  the  models.  We  think  we  have 
accurate  estimates  with  regard  to  the  costs,  but  we  are  more  than 
willing  to  work  with  CBO  in  that  process  to  determine  where  their 
differences  are.  I  have  not  seen  their  report. 

Let  me  conclude  by  saying  please,  please  do  not  allow  the  kind 
of  in-the-beltway  discussion  about  scorekeeping  and  about  the  esti- 
mates on  numbers,  to  divert  the  attention  of  the  Congress  and  of 
the  American  people  from  the  responsibility  we  have  to  deal  with 
health  care  reform  in  this  country. 

Our  first  responsibility  is  to  provide  universal  coverage  for  Amer- 
icans, to  provide  health  security  and  to  control  costs.  That  is  our 
principal  goal.  We  can  work  our  way  through  these  issues,  and  I 
am  confident  we  can.  I  have  to  deal  with  CBO  every  day  on  issues. 
I  think  we  can  work  our  way  through  it.  But  do  not  use  what  CBO 
SEiid  today  as  a  torpedo  against  health  care  reform.  We  cannot 
allow  that  to  happen. 

Senator  Grassley,  I  do  not  think  it  has  to  happen.  On  the  other 
hand,  I  think  what  CBO  has  said  is  very  important. 

Mr.  Panetta.  It  is. 

Senator  Grassley.  And  I  would  expect  that  the  Administration 
would  follow  that,  because,  based  upon  the  President's  first  speech 
to  Congress,  he  said  we  are  going  to  use  CBO  scorekeeping  as  far 
as  whether  or  not  what  we  measure  our  progress  towards  doing 
something  about  the  deficit,  so  that  we  are  all  playing  by  the  same 
scorecard.  So  it  seems  to  me  that  it  would  be  very  important  then, 
whether  you  see  it  as  premiums  or  taxes  or  what,  that  if  they  say 
that  it  has  got  to  be  on  budget,  it  seems  to  me  like  following  the 
spirit  of  your  administration  stated  in  the  first  speech  to  Congress, 
you  would  have  to  pursue  that  course. 
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Mr.  Panetta.  We  will,  as  we  have  had  to  on  a  number  of  issue, 
continue  to  work  with  CBO,  because  the  fact  is  we  have  got  to 
work  together,  if  we  are  going  to  get  health  care  reform  adopted. 

Let  me  just  give  you  a  small  example.  In  the  NAFTA  Treaty, 
when  we  had  to  get  that  passed,  we  had  to  get  CBO  to  agree  to 
the  dime  what  would  be  spent  on  a  year-by-year  basis  for  5  years 
and  on  a  10-year  path. 

Now,  we  had  some  differences,  I  have  to  tell  you,  with  regard  to 
what  we  estimated  covering  those  costs.  Whether  it  was  revenues 
or  whether  it  was  savings  in  programs,  we  had  some  differences. 
But  we  worked  through  that,  and  CBO  ultimately  signed  off  on  a 
year-by-year  approach  with  regard  to  the  spending  that  covered  the 
NAFTA  agreement. 

We  are  used  to  working  with  CBO.  We  will  continue  to  do  that. 
Again,  I  want  to  stress,  please  let  it  not  divert  us  from  the  prin- 
cipal goal  of  getting  health  care  reform  for  this  country. 

Senator  Grassley.  Could  I  have  1  minute,  because  I  have  to 
make  a  chairman,  just  1  minute  and  one  question? 

Chairman  Sasser.  All  right. 

Senator  Grassley.  Thank  you. 

One  other  point  where  there  is  a  difference.  Your  budget  includes 
$2.2  biUion  of  rescissions  for  demonstration  projects  under  ISTEA, 
and  the  rescission  that  you  have  sent  up  here  yesterday  only  has 
$175  miUion  in  it.  Why  the  difference?  And  since  there  is  a  dif- 
ference, am  I  not  right  that  there  is  some  place  where  you  will 
have  to  come  up  with  almost  $2  biUion  more  to  make  up  for  that 
$2  billion  that  is  not  in  your  rescission? 

Mr.  Panetta.  What  we  have  sent  up  to  the  Hill  is  a  request  that 
the  Secretary  of  Transportation  be  given  the  authority  to  reduce 
outlays  in  that  area,  and  we  sent  up  that  legislation.  It  basically 
would  allow  the  Secretary  to  determine  what  areas  ought  to  be  tar- 
geted for  savings.  Now,  there  can  be  demonstration  programs  or 
there  could  be  elements  within  other  areas  of  the  transportation 
area. 

But  what  we  wanted  to  do  was  to  allow  the  Secretary  of  Trans- 
portation the  opportunity  to  make  those  recommendations  and  to 
determine  whether  or  not  we  ought  to  recommend  the  projects  for 
rescission,  or  whether  we  ought  to  cut  other  portions  of  the  for- 
mula. We  do  have  a  problem. 

Senator  Grassley.  A  $2  billion  problem. 

Mr.  Panetta.  We  have  a  $2  billion  problem  and  our  approach  to 
that  was  to  basically  say  the  Secretary  ought  to  be  given  the  au- 
thority to  define  what  areas  ought  to  be  reduced.  We  think  that  ob- 
viously there  are  some  projects  that  can  be  targeted.  As  a  matter 
of  fact,  in  the  rescission  bill  that  we  sent  up  in  October,  we  did 
identify  a  number  of  projects  for  rescission  and  we  continue  to 
stand  by  those  projects  that  we  recommended  for  rescission.  There 
may  be  others,  but  we  want  to  give  the  Secretary  the  flexibility  to 
identify  those. 

Senator  Grassley.  Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you. 

Senator  Exon? 

Senator  ExON.  Mr.  Chairman,  thank  you  very  much. 
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Mr.  Director,  welcome  to  you.  It  is  always  good  to  have  you  back, 
toa  Let  me  say,  what  you  said  about  coming  here,  as  far  as  one 
Senator  is  concerned,  he  is  always  glad  to  see  you  sitting  down  at 
that  table. 

I  want  to  compliment  you.  I  have  been  here  my  16th  year  in  this 
room  on  the  Budget  Committee.  I  must  say  that  I  do  not  agree  with 
all  parts  of  the  recommended  budget  that  you  helped  put  together, 
but  reserving  the  right  to  study  some  of  the  individual  numbers, 
I  must  say  that  I  am  convinced  that  this  is  the  most  honest  budget 
that  I  have  ever  seen  come  to  the  Hill  since  I  have  been  on  the 
Budget  Committee.  It  seems  to  stack  up  basically  number-wise.  I 
believe  completely  in  your  statement  that  there  are  no  rosy  sce- 
narios in  this  budget,  it  is  realistic,  and  that  is  what  we  have  to 
have. 

Let  me  get  into  a  few  questions  in  this  regard.  Could  we  put 
back  up  that  charti  that  you  had  that  cuts  below  baseline  for  just 
as  moment?  I  would  like  to  have  a  question.  My  question,  while 
that  chart  is  coming  up,  is  it  shows  a  steady  decline  for  the  next 
4  or  5  years,  and  I  suspect  that,  and  I  think  you  mentioned  that 
part  of  that  was  with  regard  to  inflation. 

What  rate  of  inflation  was  used  on — they  cannot  finds  the  chart. 

Mr.  Panetta.  I  think  you  are  talking  about  the  $221  biUion  in 
terms  of  the  baseUne  increase? 

Senator  EXON.  I  wrote  it  down,  cuts  below  baseline. 

Mr.  Panetta.  Yes,  it  is  the  one  that  shows  the  large — yes,  that 
is  right. 

Senator  ExON.  That  is  it. 

Mr.  Panetta.  You  have  got  it. 

Senator  ExoN.  Now,  what  inflation  numbers  were  used  on  that 
chart?  It  is  different  each  year,  I  suppose. 

Mr.  Panetta.  I  think  what  we  basicsdly  used  were  the  estimates 
about  where  inflation  was  going  to  be  headed  for  the  period  1995 
through  1999.  It  is  the  GDP  deflator  number,  which  I  think  was 
about  approximately  3  percent. 

Senator  ExON.  What  range  is  that,  a  2  percent  range  of  3  percent 
range? 

Mr.  Panetta.  A  3  percent  range. 

Senator  ExoN.  A  3  percent  range.  Thgink  you  very  much.  That 
seems  to  be  a  reasonable  proposition.  Of  course,  I  would  simply 
point  out  that  a  3  percent  range,  if  it  turns  out  that  it  gets  down 
to  2  percent,  that  would  be  a  significant  improvement  even  over 
what  you  have  there,  or  vice  versa,  if  it  goes  the  other  way. 

Mr.  Panetta.  Right.  Any  efforts  to  keep  inflation  low  obviously 
would  help  on  this  problem. 

Senator  ExoN.  It  seems  to  me — and  you  would  expect  me  to  say 
this,  because  you  and  I  have  been  involved  in  agriculture  for  a 
long,  long  time — it  seems  to  me  like  agriculture  again  is  hit  very, 
very  hard.  Those  of  us  primarily  concerned  about  agriculture  are 
ready  to  make  further  sacrifice.  I  believe  you  know,  Mr.  Director, 
that,  percentage- wise,  agriculture  has  taken  far  more  than  its  per- 
centage share  of  a  hit. 

iSeep.  81. 
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Let  me  ask  you  this  question,  which,  if  it  can  be  done,  would  al- 
leviate I  think  some  of  the  concern  in  agricultural  ranks  today,  and 
also  further  improve  the  hit  that  agriculture  has  taken,  or  that  we 
would  have  some  money  to  apply  to  other  programs. 

My  understanding,  in  talking  to  the  Agriculture  Secretary,  is 
that  you  and  he  are  talking  back  and  forth — and  I  do  not  know 
whether  a  decision  has  been  made — particularly  with  regard  to  the 
raising  of  the  loan  rate  on  com.  Can  you  be  good  enough  to  tell  us 
today  that  you  agree  with  the  Secretary  of  Agriculture  that  that 
should  be  put  in  place?  And  when  will  it  be  put  in  place? 

Mr.  Panetta.  Senator,  what  I  indicated  to  the  Secretary  of  Agri- 
culture is  that  is  an  issue  that  I  am  sympathetic  towards,  but  what 
I  would  like  to  do  is  to  be  able  to  evaluate  what  its  cost  implica- 
tions would  be,  and  that  we  needed  to  sit  down  and  talk  it  through, 
and  we  are  going  to  be  doing  that  within  the  next  few  days. 

Senator  ExON.  Well,  I  would  certainly  say — and  this  has  been  ar- 
gued back  and  forth — I  that  I  think  most  people  that  have  studied 
this  program  have  recognized  that  com  prices  generally  follow  pret- 
ty close  to  the  loan  rate. 

Actually,  if  we  raised  the  loan  rate,  I  beUeve  the  net  effect  would 
be  that  we  would  not  pay  out  as  much  money,  because  it  would 
bring  together  the  deficiency  payment  and  not  having  us  put  out — 
so  I  think  that  might  help  the  program  and  also  give  us  some  flexi- 
bility, so  I  would  strongly  urge  that  you  look  at  that  favorably.  I 
do  know,  not  from  talking  to  you  but  other  sources,  you  have  been 
looking  at  it,  and  I  thank  you  for  that. 

Let  me  refer,  if  I  might  for  just  as  moment,  to  page  42  of  the 
booklet  that  we  have  in  the  folder  here  that  is  entitled:  President 
CUnton's  1995  Budget:  A  Review.  On  page  42,  the  Health  Security 
Act's  estimated  budget  impact,  this  is  somewhat  of  a  follow-on,  just 
for  my  information  and  the  committee  membership,  to  the  question 
asked  by  Senator  Grassley. 

[A  reprint  of  page  42  from  President  Clinton's  1995  Budget:  A 
Review  referred  to  follows:] 
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THE  HEALTH  SECURITY  ACT: 
A  BUDGETARY  DESCRIPTION 


The  budget  includes  the  President's  proposal  for  comprehensive  health  reform  and  cost 
containment  The  Health  Security  Act,  introduced  in  Congress  in  November,  1993,  would 
guarantee  universal  coverage  through  employer-based  insurance  and  provide  subsidies  for  the 
purchase  of  health  insurance  for  low-income  individuals  and  families  and  for  certain  small, 
low-wage  employers.  The  Health  Security  Act  would  also  provide  for  a  new  program  of 
community  long  term  care  services  for  the  disabled  and  for  new  prescription  drug  coverage 
under  the  Medicare  program. 

The  plan  would  aim  at  achieving  broad  health  cost  controls  through  a  system  of 
managed  competition  with  backup  restraints  on  the  rate  of  growth  in  health  insurance 
premiums  as  well  as  additional  cost-saving  reforms  in  Medicare  and  Medicaid.  Other 
financing  sources  include  a  tax  increase  on  tobacco  products  and  other  revenue  measures 
related  to  the  goals  of  comprehensive  health  reform. 


THE  HEALTH  SECURITY  ACT'S  ESTIMATED  BUDGETARY  IMPACT 

The  President's  budget  estimates  significant  health  care  cost  containment  through 
enactment  of  the  Health  Security  Act: 

o         Federal  budget  impact:  The  Administration  estimates  that  enactment  of  the  Health 
Security  Act  would  reduce  the  federal  deficit  by  $58.5  billion  during  the  six-year 
period  1995  to  2000.  The  Administration  estimates  that  enactment  of  the  bill  would 
reduce  the  deficit  in  fiscal  years  1995  and  1996,  increase  the  deficit  in  fiscal  years 
1997  and  1998,  and  show  increasingly  larger  deficit  reduction  beginning  in  fiscal  year 
1999. 

o         National  economy  impact:  The  share  of  the  Gross  Domestic  Product  consumed  by 
all  national  health  expenditures,  public  and  private,  by  the  year  2000  would  decline 
from  17  "^  percent  to  16.9  percent  with  enactment  of  the  Health  Security  Act 

o  Federal  health  entitlement  program  impact:   New  savings  in  Medicare  and 

Medicaid  over  the  six-year  period  are  estimated  to  be  $179.1  billion.   If  new  spending 
on  the  Medicare  prescription  drug  coverage  is  included,  net  combined  savings  would 
be  $1 10  billion. 
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I  am  wondering,  the  estimates  that  you  have  there  on  page  42 
under  the  heading  that  I  have  alluded  to,  how  is  this  likely  to 
change,  or  would  it  change  significantly  with  regard  to  the  testi- 
mony that  I  understand  the  CBO  is  presenting  today?  I  ask  you 
that  question,  assuming  you  have  some  knowledge  of  what  the 
broad  guidelines  of  the  findings  and  report  that  CBO  is  making  to 
the  Congress  today. 
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The  question  basically  is,  what  you  have  stated  here  on  page  42, 
does  that  square  reasonably  with  what  the  CBO  is  saying  toady, 
or  would  that  throw  those  numbers  off  significantly? 

Mr.  Panetta.  I  have  not  seen  the  CBO  report,  and  so  I  really 
cannot  comment  specifically  on  what  it  says.  I  know  that  there  are 
differences  with  regard  to  the  premium  estimates.  I  believe  there 
are  differences  with  regard  to  what  level  of  subsidy  we  would  pay. 
We  had  the  Lewin  report,  as  you  may  remember,  which  was  the 
first  independent  review  of  the  financing  in  the  health  care  reform 
bill,  and  basically  they  had  stated  that  instead  of  about  $58  biUion 
in  deficit  reduction,  which  is  what  we  anticipated,  that  we  would 
be  somewhere  at  about  $20  or  $25,  as  I  recall,  and  they  had  some 
of  the  same  concerns  with  regard  to  premium  levels. 

I  believe  CBO  has  some  of  the  same  concerns  with  regard  to 
their  estimates,  and  that  basically  flips  it  around.  They  are  saying 
that,  at  least  for  the  first  5  years,  we  are  looking  at  about  $70  bil- 
lion or  something  like  that  in  terms  of  deficit  increase,  but  then  we 
begin  to  get  deficit  savings  at  the  end  of  the  10-year  track  that 
they  are  looking  at. 

I  have  got  to  look  at  that  more  closely,  but,  again,  when  you  are 
talking  about  a  program  that  is  as  large  as  the  reform  program 
that  is  presented  here,  I  think  it  is  important  to  put  it  in  perspec- 
tive, that  any  time  we  deal  with  CBO,  we  usually  can  have  any- 
where from  2  to  10  to  12  percent  difference  in  terms  of  the  overall 
level.  That  probably  fits  in  the  range  of  what  we  normally  have  to 
deal  with.  So  we  are  going  to  have  to  sit  down  with  CBO  and  work 
through  these  costs,  because  ultimately  it  is  important  for  CBO  to 
score  this  in  a  way  that  Congress  will  accept,  because  they  are  the 
scorekeepers  for  the  Congress. 

Senator  ExON.  Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Senator  Exon. 

Senator  Gregg? 

Senator  Gregg.  Thank  you,  Mr.  Chairman. 

I  wish  to  pursue,  if  I  could,  this  issue  of  the  on-budget/off-budget. 
I  know  you,  in  a  moment  of  good  rhetoric,  excellent  rhetoric,  char- 
acterized the  desire  not  to  get  involved  in  what  you  call  beltway 
scorekeeping  and  to  have  that  divert  our  attention  from  the  basic 
underlying  issue,  which  is  obviously  improving  our  health  care  sys- 
tem. 

But  I  would  submit  that  what  the  CBO  decision  says  essentially 
is  that  they  want  integrity  and  honesty  in  the  budget  process,  and 
that  the  folks  out  there  outside  the  beltway  understand  this.  They 
understand  that  when  you  mandate  a  cost  onto  them  and  the  Fed- 
eral Grovemment  demands  that  you  pay  it  and  exercises,  as  the 
CBO  says,  its  sovereign  powers  to  estabhsh  its  collection  and  redis- 
tribution, that,  by  any  name,  that  is  a  tax.  You  can  call  it  a  man- 
dated premium,  you  can  call  it  whatever  you  want,  but  it  is  a  tax. 

Thus,  it  seems  to  me  that  if  we  are  going  to  have  an  honest  dis- 
cussion, we  should  get  outside  of  the  beltway  mythology  of  spin 
control  and  euphemisms  and  follow  the  CBO  lead  here  and  call  it 
what  it  is,  which  is  a  tax  and  a  federally  driven  event  requiring 
people  to  pay  it  as  a  result  of  Federal  law,  and  its  expenditure  is 
a  direction  of  Federal  regulation.  In  fact,  it  has  very  little  relation- 
ship to  a  premiujn,  even  under  the  way  the  biU  is  proposed,  be- 
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cause,  under  the  classic  premium  structure,  when  you  pay  a  pre- 
mium, you  get  something  for  that  premium,  and  what  you  get  for 
the  premium  varies  with  the  amount  of  premium  you  pay. 

Of  course,  under  the  President's  proposal,  you  would  pay  3.5  per- 
cent of  payroll  tax  or  you  could  pay  7.9  percent  of  payroll  tax,  but 
you  are  going  to  get  the  same  benefits  package,  so  what  you  get 
has  no  relationship  to  what  you  pay.  What  you  get  is  in  relation- 
ship to  what  the  Federal  Government  decides  to  give  you  pursuant 
to  the  structure  of  the  law,  and  what  you  pay  is  what  the  Federal 
Government  demands  that  you  pay  pursuant  to  the  structure  of  the 
law  and,  therefore,  it  is  clearly  a  tax. 

Thus,  I  think  you  have  to  come  down  on  the  side  of  CBO  here 
and  say  they  have  done  us  a  service  by  being  an  independent  arbi- 
ter of  this  event.  Obviously,  a  lot  of  us  on  our  side  felt  that  this 
was  the  correct  way  to  evaluate  it.  But  they  have  been  an  inde- 
pendent arbiter  of  this  and  said  that  this  should  be  on  budget, 
which,  if  I  were  to  follow  up  on  the  Senator  from  South  Carolina's 
question,  would  change  your  numbers  in  your  budget  by  some- 
where in  the  vicinity  of  $1.4  trillion,  which  is  a  fairly  sizable  ad- 
justment to  your  budget. 

But  I  take  it  from  your  comments  that  the  Administration  is 
going  to,  for  the  lack  of  a  better  word — to  pick  one  from  the  Nixon 
administration — stonewall  this  decision  by  CBO  and  not  accept  the 
position  that  this  should  be  in  the  budget. 

Mr.  Panetta.  No,  I  think  what  the  Administration  is  intent  on 
is  getting  a  health  care  reform  bill  through  the  Congress,  and  our 
concern  is  that  we  want  to  push  forward  a  reform  bill  that  does  in 
fact  provide  universal  coverage,  that  provides  health  security  for 
every  American,  and  that  also  controls  costs  in  the  health  care 
area.  Now,  that  is  the  fundamental  goal. 

That  does  not  mean  that  we  are  not  going  to  work  with  CBO,  it 
does  not  meeai  that  we  are  not  going  to  work  with  you.  Senator, 
and  other  Senators  to  try  to  arrive  at  that  goal. 

Let  us  put  this  in  perspective.  The  basic  issue  here  is  how  do  you 
display  this  question  in  the  budget.  Our  intent  was  to  display 
frankly  both  what  the  Federal  Government  is  going  to  pay  for 
under  health  care  reform,  as  well  as  the  premiums  in  the  budget. 
We  were  going  to  have  a  full  display  of  the  health  care  program 
and  the  alliance  activities  in  the  budget.  We  think  the  American 
people  are  entitled  to  that.  So  that  is  not  the  issue. 

The  issue  is  just  with  the  premiums  and  alliance  activities,  be- 
cause ever)^hing  that  actually  comes  out  of  the  Federal  Treasury, 
that  we  pay  for  out  of  the  Federal  Treasury,  is  in  our  budget,  and 
it  should  be. 

Senator  Gregg.  Are  your  health  alliance  costs  what  the  health 
alliances  pay  out? 

Mr.  Panetta.  Yes. 

Senator  Gregg.  Is  purchasing  the  premiums  from  the  providers 
in  there? 

Mr.  Panetta.  Every  tab  that  is  reflected  here  is  where  the  health 
care  reform  bill  is  reflected  in  the  budget. 

Senator  Gregg.  No,  I  do  not  think  you  understood  my  point.  The 
CBO  has  said  that  not  only  should  the  tax,  which  you  call  a  man- 
dated premium,  be  included  in  the  accounting  process,  but  the  pay- 
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ments  out  by  the  health  alhances  of  that  tax  which  is  taken  in 
must  also  be  accounted  for,  and  I  do  not  think  it  is  in  your  budget. 

Mr.  Panetta.  Again,  I  think  the  question  is  whether  or  not  we 
are  going  to  view  a  premium  now  as  a  Federal  receipt.  I  mean  that 
is  the  fundamental  question. 

Senator  Gregg.  No,  no,  the  question  is 

Mr.  Panetta.  No,  that  is  the  question. 

Senator  Gregg  [continuing].  What  CBO's  evaluation  is. 

Mr.  Panetta.  Let  me  answer  the  question. 

Senator  Gregg.  I  would  be  happy  to  let  you  answer  the  question. 

Mr.  Panetta.  You  get  health  insurance  now  and  you  pay  a  pre- 
mium on  it.  That  is  not  a  tax. 

Senator  GREGG.  It  is 

Mr.  Panetta.  I  pay  a  premium  on  my  health  insurance.  That  is 
not  a  tax.  I  am  paying  it  to  the  insurance  company.  A  GM  worker 
now  pays  a  premium  for  health  care  coverage  under  the  existing 
system.  With  the  health  care  reform  bill  put  in  place,  he  vdll  pay 
the  same  premium  to  the  same  insurance  company,  through  the  al- 
liance, and  why  should  that  be  now  labeled  a  tax? 

Senator  Gregg.  Well,  because  that 

Mr.  Panetta.  Why  should  that  be  now  labeled  a  Federal  receipt? 

Senator  Gregg.  Because  CBO  has  said  that  it  should  be. 

Mr.  Panetta.  The  fact  is  that  the  definition  does  not  fit.  If  we 
are  going  to  do  that,  if  you  voted  for  the  American  Disabilities  Act 
mandate 

Senator  GREGG.  I  was  not  here  then. 

Mr.  Panetta  [continuing].  Then  why  should  not  every  cost  that 
is  paid  by  an  employer  in  order  to  meet  the  American  Disabilities 
Act  requirement  be  considered  a  tax  and  be  considered  a  Federal 
receipt?  Why  should  not  the  mandates  that  we  put  out  on  clean  air 
and  clean  water  be  considered  a  tax? 

Senator  Gregg.  Because  CBO  is  saying  it  should  be,  sir.  I  am 
not  suggesting,  I  am  saying  CBO  is  saying  it.  The  CBO  has  looked 
at  this,  they  have  evaluated  it  and  they  said  it  should  be  on  budg- 
et. 

Mr.  Panetta.  Well,  we  have 

Senator  Gregg.  Reading  from  your  President's  words  in  his  State 
of  the  Union — I  guess  it  was  not  the  State  of  the  Union,  but  his 
address  to  Congress,  he  said  that  you  were  going  to  use  CBO  num- 
bers, real  deficit  reduction  using  the  independent  numbers  of  the 
Congressional  Budget  Office. 

Mr.  Panetta.  This  is  not  an  issue  of  numbers.  This  is  an  issue 
of  definition.  The  question  is  whether  we  are  going  to  define  this 
kind  of  premium  as  a  tax. 

Senator  Gregg.  It  is  a  question  of  honesty.  It  is  a  question  of 
whether  it  is  a  t£ix  or  not  a  tax  and  whether  the  American  people 
are  going  to  be  told  it  is  a  tax  or  not  a  tax. 

Mr.  Panetta.  I  think  what  people  understand 

Senator  Gregg.  It  is  the  CBO's  decision  that  it  is  a  tax. 

Mr.  Panetta.  What  people  understand  a  tax  to  be  is,  when  a  per- 
son pays  a  tax,  it  goes  into  the  Federsd  Treasury  and  we  can  use 
that  money  to  buy  tanks,  to  buy  aircraft  carriers,  to  pay  salaries 
for  Federal  employees.  These  premiums  get  nowhere  close  to  the 
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Federal  Treasury.  They  go  to  the  alliance  which  pays  it  to  the  in- 
surance company  which  pays  it  to  the  provider. 

Senator  Gregg.  But  all  of  which  is  mandated  by  the  Federal 
Government  through  the  exercise  of  its  sovereign  power  to  collect 
from  the  citizenry  of  this  Nation  an  amount  of  money  which  is  de- 
fined by  law,  which  is  then  transferred  to  the  alliances  which  pay 
it  out  pursuant  to  law,  and  there  is  virtually  no  relationship  from 
the  standpoint  of  the  person  paying  in  to  what  the  person  receives 
as  a  benefit.  They  can  pay  3.5  percent  or  they  can  pay  7.9  percent, 
and  they  get  the  same  benefit.  That  is  a  tax.  If  it  talks  like  a  duck 
and  it  walks  like  a  duck  and  it  acts  like  a  duck,  it  must  be  a  duck, 
and  that  is  what  CBO  is  saying,  it  is  a  duck,  it  is  a  tax. 

Mr.  Panetta.  The  fact  is  that  a  premium  that  we  pay  to  an  in- 
surance company  is  not  a  tax. 

Senator  Gregg.  CBO  says  it  is. 

Mr.  Panetta.  I  had  a  lot  of  debates  when  I  was  at  the  University 
of  Santa  Clara  as  to  how  many  angles  were  on  the  head  of  a  pin. 
You  know,  we  ought  not  get  carried  away  here. 

Senator  Gregg.  Angels  do  not  pay  taxes.  Citizens  of  this  country 
pay  taxes,  and  that  is  what  people 

Chairman  Sasser.  Gentlemen,  why  don't  we  move  on  here.  Your 
time  is  expired.  Senator  Gregg,  and  I  think  the  point  has  been 
made  on  both  sides.  Why  don't  we  move  on  to  Senator  Boxer. 

Senator  BoxER.  Thank  you,  Mr.  Chairman. 

I  have  the  CBO  language.  They  do  not  say  tax.  They  say  receipts. 
So  this  debate  is  going  to  go  on.  And  as  I  understand  it — and  cor- 
rect me  if  I  am  wrong,  Mr.  Budget  Director — we  have  not  taken 
this  matter  up  yet.  And  you  have  said  clearly,  both  on  TV  and  in 
speeches,  that  any  new  law  that  we  take  up  will  be  pay-as-you-go; 
is  that  not  correct,  Mr.  Budget  Director? 

Mr.  Panetta.  That  is  absolutely  right.  You  have  got  to — any  ben- 
efit that  is  provided,  any  tax  that  is  cut,  we  are  going  to  have  to 
pay  to  ensure  that  the  deficit  does  not  go  up,  period. 

Senator  Boxer.  And  pay-as-you-go  is  something  you  and  I  both 
supported  for  years  over  in  the  House.  Remember  Congressman 
George  Miller  came  up  with  that.  If  we  had  done  that  during  the 
Reagan  and  Bush  years,  maybe  we  would  not  be,  you  know,  where 
we  are  today. 

But  I  have  to  say,  Mr,  Budget  Director,  having  served  with  you 
in  the  House  for  many  years  and  on  your  committee  when  you  were 
chairman  of  the  Budget  Committee,  you  tried  so  hard  then  to  lead 
us  out  of  the  dark  days  of  the  deficit,  and  it  was  very  hard  for  you 
to  do  it.  Now  you  are  in  a  different  position,  and  you  are  leading 
us  out  of  this,  along  with  the  President.  And  I  will  say  that  the 
Members  of  the  Congress  who  voted  for  that  tough,  tough  medi- 
cine— and  that  was  not  easy — should  feel  very  proud  because  this 
reduction,  as  you  have  pointed  out,  did  not  come  out  of  the  air.  It 
was  not  some  angel  that  came  down  or  the  magic  duck  that  used 
to  appear  on  Groucho  Marx.  That  shows  you  my  age.  It  really  hap- 
pened because  we  took  the  tough  vote,  and  we  said,  yes,  we  are 
going  to  raise  taxes  on  the  richest  people  in  America.  We  do  not 
like  it.  It  does  not  make  us  feel  wonderful.  But  we  are  going  to  do 
that,  and  we  are  going  to  start  cutting  programs. 
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Now,  what  you  are  doing  in  this  budget  overall,  I  want  to  say, 
I  support  in  general  terms  because  you  are  doing  more  of  what  you 
did  before.  You  are  choosing  your  priorities.  You  are  not  just  cut- 
ting across  the  board.  You  are  making  these  investments,  which 
are  very  important.  You  are  doing  away  with  programs  you  do  not 
think  are  that  important,  and  in  that  we  are  going  to  have  some 
disagreement,  naturally.  Because  if  I  was  sitting  in  your  chair,  I 
might  not  have  picked  Operating  Subsidies  for  Rapid  Transit, 
wluch  I  think  happened  to  be  a  growth  issue  and  an  investment 
issue.  But  we  will  nave  that  struggle  and  that  argument  as  we  go 
through,  and  it  will  be  pay-as-you-go. 

If  I  want  to  add  that  back,  I  have  got  to  get  it  from  somewhere 
else,  and  that  is  why  the  parameters  of  this  budget,  the  way  you 
did  it,  the  honesty  with  which  you  approach  it,  it  is  just  very  help- 
ful to  all  of  us. 

We  expected  a  deficit,  Mr.  Chairman,  of  over  $300  billion.  We  are 
looking  at  a  deficit  of  $176  billion.  This  is  something  that  is  ex- 
traordinary. We  are  looking  at  2.5  percent  deficit-of-GDP  compared 
to  4.9  percent.  This  is  an  extraordinary  accomphshment.  We  see 
more  jobs  created  in  1  year  of  this  Administration  than  the  pre- 
vious 4  years.  We  are  moving  in  the  right  direction. 

Yes,  there  is  pain.  Yes,  there  is  dislocation.  But  the  bottom  line 
is  we  are  moving  on  the  fiindamentsds  of  this  economy.  And  the 
private  sector  has  understood  it,  and  as  a  result,  we  have  seen 
those  interest  rates  go  down.  We  have  seen  millions  of  Americans 
refinance  their  homes  to  low,  low  interest  rates.  And  we  have  seen 
out  there  in  America  a  whole  new  feeling  of  hope  that  we  did  not 
see  before. 

Now,  in  my  home  State,  we  are  a  little  bit  behind  the  curve.  I 
worry  about  that  because  California  is  14  percent  of  the  gross  do- 
mestic product  of  this  country;  and  as  we  go,  really  so  goes  Amer- 
ica. And  we  are  going  to  hold  back  this  recovery  if  we  do  not  move. 

I  want  to  thank  you  for  your  help  on  this  earthquake  recovery 
and  all  my  colleagues  from  both  sides  of  the  aisle  who  have  been 
very  concerned  about  that.  And  hopefully  this  week  we  will  move 
that  forward. 

But  I  have  to  just  say  on  one  point  where  I  have  a  disagreement 
on  this  budget,  and  that  deals  with  reimbursement  to  our  State  for 
costs  that  are  not  our  fault,  costs  that  came  about  because,  frankly, 
the  past  several  years  we  have  not  seen  enforcement  of  illegal  im- 
migration at  the  border. 

Now,  the  one  initiative  that  is  in  the  budget  I  applaud:  over  $300 
milHon  to  finally  wrap  our  arms  around  that  problem  and  hopefully 
shut  off  the  flow.  I  went  down  to  the  border  with  my  colleague, 
Senator  Feinstein,  with  Janet  Reno;  we  saw  thousands  of  people 
just  waiting  to  run  across  the  minute  your  back  is  turned. 

This  Attorney  Greneral,  and  with  your  support  in  finding  the 
money,  is  moving  forward.  So  hopefully  that  problem  is  going  to  di- 
minish. But  let  me  tell  you,  we  still  have  many  chil(&en  in  the 
schools  for  which  we  are  not  reimbursed.  And  we  must  and  should 
and  wiU  educate  those  children.  The  Supreme  Court  has  ruled  we 
must,  and  we  will. 

We  have  people  we  give  emergency  health  care  to.  It  is  only  hu- 
mane. We  must.  We  should.  But  I  have  to  say  to  you,  Mr.  Budget 
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Director,  I  do  not  see  where  this  was  handled  in  this  budget.  I  am 
concerned.  The  SLIAG  Program  has  expired,  so  we  are  only  seeing 
$200  million  nationwide,  and  that  program,  that  is  going  out  the 
window.  I  understand  why,  I  am  not  arguing  that.  But  if  we  do  not 
have  some  help  in  these  areas,  I  frankly  will  be  very  disappointed. 

In  conclusion,  I  would  say  that  Senator  Domenici  criticized  this 
President,  said, 

I  heard  him  last  night  on  TV.  He  is  an  activist  President  who  is  constrained  by 
the  budget  caps. 

Well,  I  would  hope  this  is  an  active  President,  that  he  is  not  fall- 
ing asleep  while  we  have  all  these  problems  in  the  country  go  on. 
And  this  budget  proves  he  is  an  activist — about  cutting  the  deficits, 
about  promoting  public  and  private  investment,  about  making  sure 
our  kids  can  get  a  shot  at  the  American  dream,  and  that  we  have, 
frankly,  the  best-trained,  best-equipped  military  force  in  the  world. 

We  are  spending  $3  billion  more  on  the  military  than  we  did  last 
year.  This  Senator  feels  that  we  could  cut  that  back  to  the  same 
level,  just  as  other  programs  have.  Why  do  we  have  to  keep  spend- 
ing money  on  Star  Wars?  We  still  are,  to  the  extent  that  they  are 
spending.  There  are  ways  we  could  find  that,  Mr.  Chairman,  and 
help  some  of  the  States  like  California  who  are  struggling. 

Thank  you  very  much,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you.  Senator  Boxer. 

Senator  Lott? 

Senator  Lott.  Thank  you,  Mr.  Chairman 

Senator  Boxer.  Could  I  just  ask  if  the  Budget  Director  could  just 
respond  to  the  question  on  illegal  immigration  very  briefly? 

Chairman  Sasser.  Would  the  Senator  yield? 

Senator  Boxer.  Just  a  moment. 

Senator  Lott.  What  was  the  question? 

Senator  BoxER.  If  you  would  allow  Director  Panetta  to  respond 
briefly  on  the  illegal  immigration  reimbursement.  ThEink  you  very 
much. 

Senator  Lott.  Not  on  my  time,  but  I  would  be  happy  to  wait. 

Chairman  SASSER.  Of  course. 

Senator  Boxer.  Thank  you,  thank  you. 

Mr.  Panetta,  Senator,  this  is  obviously  an  issue  that  we  are 
sjrmpathetic  to,  and  we  have  sat  down  with  Governors  Wilson  and 
Whitman  and  Symington  as  well  as  Chiles  and  Romer  £ind  others 
who  have  a  concern  because  their  States  are  impacted  as  well.  I 
will  give  you  a  more  complete  list  of  the  areas  in  the  budget  where 
we  have  tried  to  fund  programs  that  would  help  States  such  as 
California  with  this  problem. 

Senator  BoxER.  Good. 

Mr.  Panetta.  We  have  included  a  strong  initiative  on  border  en- 
forcement. We  are  funding  some  important  education  programs 
that  serve  many  of  these  kids.  In  health  care  in  particular,  in  the 
health  care  reform  area,  we  have  provided  for  disproportionate 
share  for  the  States  that  are  going  to  have  to  pick  up  these  kinds 
of  costs.  And  we  are  working  with  the  Governors  to  develop  some 
additional  initiatives. 

The  biggest  problem,  frankly,  is  that  the  States  are  going  to  have 
to  come  together  to  be  able  to  push  initiatives  through  the  Con- 
gress. We  proposed  $400  million  last  year  to  try  to  assist  States 
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that  were  impacted  in  the  health  care  area,  and  that  was  knocked 
out  of  the  reconciliation  conference.  We  have  got  to  get  the  States 
to  work  with  us  to  try  to  make  sure  we  can  push  the  delegations 
and  push  the  Congress  to  basically  try  to  provide  some  support  for 
these  States. 

Senator  Boxer.  Thank  you.  I  look  forward  to  working  with  you. 

Chairman  Sasser.  Senator  Lott. 

Senator  Lott.  Thank  you,  Mr.  Chairman. 

Welcome  back.  Is  it  tougher  over  there  or  on  this  side  of  the 
table? 

Mr.  Panetta.  It  varies  from  day  to  day.  [Laughter.] 

Senator  LOTT.  Let  me  try  to  break  the  pattern  here  and  maybe 
ask  you  some  short  questions  and  see  if  we  can  get  some  answers 
from  you.  And  I  am  sure  you  referred  to  them  in  your  opening  re- 
marks, but  I  would  like  to  get  them  on  record  in  this  order. 

First  of  all,  what  is  the  total  amount  of  spending  cuts  that  you 
have  proposed  here  for  fiscal  year  1995? 

Mr.  Panetta.  The  cut  in  the  deficit  is  $126  billion.  Let  me  estab- 
hsh  that,  and  $83  bilhon  of  that  comes  directly  from  the  economic 
plan.  About  a  half  of  that  is  revenues  that  come  in  from  that  plan; 
about  a  half  of  that  would  be  spending  cuts  associated  with  that; 
about  $22  billion  of  that  is  interest  savings  that  have  resulted  from 
lower  interest  rates,  both  for  interest  costs  and  from  the  RTC.  Then 
about  $20  biUion  of  that  is  re-estimates,  largely  in  the  health  care 
area. 

Specifically 

Senator  Lott.  How  much  for  terminations  and  reductions? 

Mr.  Panetta.  On  the  terminations  themselves,  we  are  looking  at 
about  $3  biUion. 

Senator  LoTT.  I  am  trying  to  clarify  because  I  have  heard  $3  bil- 
hon and  I  have  heard  well  over  $4  bilhon. 

Mr.  Panetta.  Let  me  tell  you  specifically  with  regard  to  discre- 
tionary cuts,  we  are  looking  at  $24  billion  in  outlays  to  get  to  the 
caps  and  then  to  make  room  for  the  additional  investments.  It  is 
$24  billion.  About  a  third  of  that  goes  for  the  new  investments; 
about  $8.5  billion  in  outlays  goes  for  the  new  investments;  and 
about  $16  bilhon  goes  essentially  for  deficit  reduction  to  keep  us  on 
the  track. 

Senator  Lott.  But  this  list  that  there  has  been  a  lot  of  discussion 
about  of  115  programs,  whatever,  terminations  or  reductions 

Mr.  Panetta.  That  is  the  terminations  hst. 

Senator  Lott  [continuing].  Comes  to  about  $3.5  billion? 

Mr.  Panetta.  That  is  correct. 

Senator  Lott.  OK  What  would  be  the  total  amount  of  govern- 
ment spending  proposed  for  this  year,  the  total  amount  proposed 
to  be  spent? 

Mr.  Panetta.  The  total  outlays  are  about  $1.5  trillion. 

Senator  Lott.  One  and  a  half  trillion  dollars.  $1,581  trilhon. 

Mr.  Panetta.  That  is  correct,  $1,581  trillion. 

Senator  Lott.  And  then  what  percent  of  total  spending  is  the 
President  proposing  to  cut? 

Mr.  Panetta.  The  percent  of  cut  really  relates  to  the  discre- 
tionary portion  of  the  budget,  and  that  woidd  be  the  $24  biUion,  ob- 
viously. Again,  that  does  not  include  the  issue  of  health  care  reform 


108 

which  is  obviously  an  area  that  we  think  needs  to  be  addressed  as 
well. 

Senator  LOTT.  And  I  agree,  and  in  the  past  you  have  talked 
about  that,  and  yet  you  do  not  do  anything  about  it  in  this  budget. 
And  your  explanation  is,  I  guess,  well,  we  intend  to  as  a  part  of 
the  health  care  reform.  Is  that  right? 

Mr.  Panetta.  Well,  you  were  not  here  for  class,  but  let  me 

Senator  LOTT.  I  had  another  class.  [Laughter.] 

Mr.  Panetta.  Let  me  refer  to  where  we  see  the  biggest  increases 
in  spending. 

Could  you  put  up  the  charti  that  indicates  the  increased  spend- 
ing? Just  hold  it  up. 

Senator  LOTT.  Don't  teach  me  too  much  now,  Leon.  I  have  some 
other  questions  I  have  to  ask. 

Mr.  Panetta.  I  do  not  think  I  can. 

Senator  Conrad.  Is  this  kind  of  a  remedial  class? 

Senator  LOTT.  This  is  a  repeat.  [Laughter.] 

Mr.  Panetta.  On  where  we  see  spending  in  terms  of  Federal 
spending  going  between — as  you  can  see  there,  between  1994  and 
1999,  the  end  of  this  decade,  about  90  percent  of  the  increase  in 
spending  is  in  those  three  areas.  Obviously  the  top  area  is  health 
care;  interest  is  the  next  biggest  area  of  increase;  and  then  social 
security.  There  are  some  other  mandatory  that  are  obviously  agri- 
culture and  some  of  the  programs  that  serve  the  poor  that  are  in 
yellow.  That  is  a  small  portion  of  it.  And  then  discretionary  is  that 
httle  red  line  that  is  at  the  base. 

We  have  done  a  pretty  good  job  now  controlling  discretionary 
spending  with  these  caps.  The  biggest  problems  we  have  on  spend- 
ing obviously  are  on  health  care,  interest,  and  social  security.  The 
biggest,  the  one  we  can  get  the  handle  on  the  most  is  health  care, 
£uid  that  is  the  area  that  needs  to  be  addressed  by  the  Congress. 

Senator  Lott.  Let  me  ask  you  some  specifics  about  this  list  of 
cuts.  For  instance,  you  do  include  ASRM  on  the  list. 

Mr.  Panetta.  Yes,  sir. 

Senator  LOTT.  It  is  included  as  a  savings,  and  yet  it  was  actually 
eliminated  by  the  Congress  last  year.  So  why  did  you  include  that 
on  the  list? 

Mr.  Panetta.  The  fact  is  that  there  are  some  expenditures  that 
are  still  going  on.  The  question  is  whether  we  want  to  continue 
those  expenditures  on  ASRM.  We  decided  not  to.  So  we  basically 
made  the  decision  not  to  continue  some  of  the  additional  expendi- 
tures that  would  flow  into  that. 

Senator  Lott.  You  do  not  happen  to  know  right  offhand  what  the 
amount  was,  do  you? 

Mr.  Panetta.  No,  I  do  not.  I  can  get  that  for  you. 

[The  following  was  subsequently  submitted  for  the  record  by  Mr. 
Panetta:] 

The  fiscal  year  1994  appropriation  for  NASA  cancelled  the  ASRM  program;  how- 
ever, it  did  provide  $100  million  for  program  closeout  activities.  NASA  is  also 
reprogramming  up  to  an  additional  $80  million,  so  total  new  budget  authority  for 
ASRM  is  as  high  as  $180  million.  Unobligated  funds  from  the  previous  year  are  also 
being  applied,  oringing  the  total  funding  for  the  program  closeout  this  year  to  $241 
million. 

1  See  p.  89. 
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Senator  Lott.  I  do  not  necessarily  disagree  with  you  on  all  these 
things,  but  I  think  it  is  important  we  understand  your  rationale. 
What  was  your  rationale  for  eliminating  or  reducing  the  operating 
subsidies  for  mass  transit? 

Mr.  Panetta.  We  made  a  fundamental  decision  that  what  we 
wanted  to  emphasize  was  capital  investment  with  regard  to  mass 
transit.  And  so  what  we  did  was  we  took  the  capitsd  investment 
and  increased  that  by  about  40  percent,  which  is  about  $652  mil- 
hon,  and  then  said  we  could  cut  operating  subsidies  by  about  25 
percent.  And  the  reason  for  that  is  we  felt  on  the  operating  side 
that  communities  could  pick  up  a  larger  responsibility  on  the  oper- 
ating side  £uid  that  we  would  be  willing  to  help  them  out  more  on 
the  capital  side  since  that  is  the  more  expensive  side  of  the  ledger 
with  regard  to  transit. 

Senator  LoTT.  Well,  I  agree  with  that. 

What  about  impact  aid?  You  know,  every  President,  every  admin- 
istration has  been  coming  in  here  since  Eisenhower  and  proposing 
cuts  or  elimination  of  impact  aid.  And,  as  I  recall,  you  were  in  a 
coalition  with  us,  in  the  past  I  think,  that  supported  impact  aid. 
Yet,  once  again  impact  aid  is  on  the  list.  What  is  the  rationale  this 
time? 

Mr.  Panetta.  It  is  the  same  rationale  that  goes  back  over  the 
years. 

Senator  Lott.  You  did  not  buy  it  in  the  past.  Do  you  buy  it  now? 

Mr.  Panetta.  It  has  not  changed  at  all.  [Laughter.] 

Mr.  Panetta.  This  is  one,  like  a  lot  of  others,  that  has  been 
around  for  a  long  time.  I  tlmik,  you  know,  basically  it  is  the  fact 
that  people  who  are  outside  of  a  military  post,  a  military  installa- 
tion, are  basically  paying  taxes  into  the  school  system,  and  they  are 
the  ones  that  that  should  be  sufficient  to  cover  their  education. 

Senator  Lott.  Well,  I  know  you  will  hear  a  lot  more  about  that. 
My  time  has  expired.  Let  me  ask  you  just  one  last  question,  then, 
on  the  defense  budget.  The  bottom-up  review  money  is  not  in  here. 
You  do  not  meet  the  amount  of  money  that  would  be  needed  as 
called  for  under  the  bottom-up  review.  Is  that  correct? 

Mr.  Panetta.  No;  we  meet  the  bottom-up  review.  The  real  ques- 
tion comes  to  the  inflation  impact  on  the  defense  budget  as  well  as 
pay.  Those  were  two  issues  that  basically  we  had  to  deal  with  be- 
fore we  locked  in  the  budget. 

On  pay,  we  provided  relief  to  the  defense  budget  to  basically 
cover  pay.  On  inflation,  we  made  the  same  argument  with  defense 
as  we  did  with  every  other  agency,  which  is  that  we  are  going  to 
have  to  work  with  you  to  try  to  deal  with  inflation  increases.  It  is 
kind  of  silly  to  try  to  make  judgments  now  based  on  an  inflation 
number  that  may  change  dramatically  or  could  change  very  little 
over  the  next  5  years.  And  so  our  approach  with  defense  was  the 
same  approach  we  used  with  other  agencies,  which  is  let  us  work 
with  you  with  regard  to  dealing  with  the  inflation  impact.  For 
1995,  you  have  a  bottom-up  review  number  that  is  solid.  For  the 
outyears,  we  are  going  to  have  to  work  on  some  of  these. 

Senator  Lott.  We  have  got  about  a  $20  billion  shortfall  in  the 
outyears? 

Mr.  Panetta.  The  outyears  is  the  $20  billion. 

Chairman  Sasser.  Thank  you. 
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Senator  Dodd? 

Senator  DODD.  Thank  you  very  much,  Mr.  Chairman. 

Leon,  it  is  a  pleasure  to  have  you  before  the  committee  again. 
Let  me  join  the  chorus  of  commendation  for  what  you  and  the 
President  have  done  with  the  budget.  I  think  one  of  the  most  im- 
portant points  the  Chairman  has  made  and  it  needs  to  be  re-em- 
phasized is,  this  is  the  first  time  in  a  quarter  of  a  century  that  we 
have  actually  reduced  discretionary  spending  from  one  year  to  the 
next.  That  achievement  is  tremendously  significant,  and  the  kind 
of  test  that  many  people  applied  to  deficit  reduction. 

I  have  said  this  in  the  past,  and  I  will  repeat  it:  I  do  not  know 
of  any  vote  that  was  closer  than  the  one  we  had  in  the  Senate  last 
year  on  the  budget  with  the  Vice  President  having  to  cast  the  de- 
ciding vote.  In  the  House  it  was  a  one-vote  margin.  And  certainly 
the  Chairman  of  this  committee.  Senator  Sasser,  who  was  the  floor 
manager  of  the  legislation,  deserves  a  great  deal  of  credit  for  his 
leadership. 

It  was  no  easy  feat.  A  lot  of  people  were  bruised  up  pretty  heav- 
ily during  that  process.  The  fact  that  we  have  seen  already  from 
the  CBO,  among  others,  the  value  of  that  exercise  I  think  is  worth 
noting. 

I  would  like  to  raise  a  couple  of  points  with  you,  if  I  may.  First, 
let  me  address  this  question  of  a  receipt,  or  a  premium,  or  off  budg- 
et, or  on  budget.  I  think  the  best  example  you  can  use  for  this — 
and  I  am  sorry  our  colleague  from  New  Hampshire  left  because  he 
was  the  Governor  of  that  State.  Every  State  that  I  know  of  in  this 
country,  one  way  or  another  requires  that  automobile  owners  pay 
insurance.  You  are  required  to  certainly  in  my  State  I  believe  in 
my  colleagues'  States  here.  The  State  government  requires  that 
every  automobile  owner  pay  some  insurance.  They  do  not  pay  it  to 
the  State  government.  They  pay  it  to  an  insurance  company.  I  do 
not  know  of  a  single  State  in  the  United  States — and  if  there  is 
one,  I  would  like  to  hear  about  it — that  considers  that  a  tax  or  in- 
cludes it  as  part  of  their  budget.  If  they  do,  I  would  like  to  have 
someone  tell  me  so. 

Now,  I  do  not  know  how  that  differs  from  this.  Here  we  are  hav- 
ing one  private  party  paying  a  payment  to  another  private  party, 
just  as  autom-obile  insurance  is  paid  fi'om  a  private  citizen  to  a  pri- 
vate company.  That  is  the  bona  fide,  legitimate  comparison.  So  we 
can  debate  and  argue  about  this,  but  if  we  are  going  to  start  apply- 
ing that  test,  I  suspect  in  some  States  you  may  find  some  creative 
legislators  who  are  going  to  be  suggesting  that  similar  proposals  be 
made  at  the  State  level. 

I  think  what  is  important  to  note  about  the  CBO  testimony  is 
that  their  conclusion  is  that,  in  the  long  term,  the  health  care  pro- 
posal does  reduce  budget  deficits.  That  is  very  important.  There  is 
a  debate  over  the  short-term  implications  certainly  we  ought  to 
work  to  see  how  we  can  resolve  those  differences  here.  But  I  think 
your  point  about  not  getting  off  track  on  this — there  is  legitimate 
debate  about  various  plans  out  there,  but  if  we  are  going  to  turn 
this  into  an  argument  over  taxes,  we  are  going  to  jeopardize  health 
care  reform.  So  I  appreciate  your  comments  on  that  point. 

You  have  mentioned  LIHEAP.  It  will  not  come  as  any  surprise 
to  you  that  those  of  us  who  come  from  the  Northern  tier  States 
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have  been  through  a  serious  problem  in  the  last  number  of  weeks. 
Not  to  compare  with  our  colleague  from  California,  but  it  has  been 
serious,  and  some  of  the  Nort;hem  tier  States  have  felt  it  poign- 
antly. In  fact,  we  have  faced  a  harder  winter,  eight  times  harder 
than  any  recent  winter  and  a  lot  of  people  are  hurting.  And  I  fully 
appreciate  your  points  about  how  these  dollars  get  spent,  but  I  also 
think  it  is  important  when  you  have  people,  as  we  do,  living  on 
$400  or  $500  a  month  in  social  security,  people  who  have  worked 
all  their  lives,  they  do  not  have  fireplaces,  they  do  not  have  wood 
stoves,  they  have  no  alternative — no  alternative  whatsoever — it  is 
important  that  we  try  amd  see  if  we  cannot  target  some  of  these 
resources  in  a  way  that  will  help  you  keep  your  budget  numbers 
moving  in  the  right  direction  and  utilize  those  resources  well. 
There  is,  I  thdnk,  $600  million  in  that  emergency  account. 

Mr.  Panetta.  That  is  correct. 

Senator  Dodd.  The  House  has  asked  that  you  target  $200  million 
of  that  for  release.  We  are  going  to  have  the  opportunity,  I  think 
in  the  next  couple  of  days  with  the  supplemental  on  the  floor,  to 
do  something  similar  to  that.  At  least  that  amount  and  maybe 
more.  If  we  do  that,  I  would  ask  you  to  support  a  release  of  those 
dollars  to  those  States  that  have  felt,  and  are  continuing  to  feel  the 
effects  of  one  of  the  coldest  winters  in  memory. 

Mr.  Panetta.  Senator,  on  the  House  side,  we  worked  with  mem- 
bers on  that  side  to  provide  that  sum  and  provide  us  with  the 
targeting  capability.  It  was,  fi*ankly,  in  that  discussion  that  I  found 
out  that  if  we  wanted  to  release  $100  or  $200  or  $300  or  the  $600 
million  that  at  an  area  that — you  are  absolutely  right.  We  have 
never  seen  winters  like  this  in  terms  of  the  freeze  and  the  impacts 
it  has  had  on  people.  But  under  the  law,  if  I  released  money  up 
there,  I  would  have  to  send  some  of  those  dollars,  again,  to  Hawaii 
and  to  Arizona  and  to  other  States. 

Senator  DoDD.  I  understand  that.  We  have  got  to  target  it,  and 
I  understand  that.  In  fairness  to  some  of  these  people,  though, 
there  are  periods  where  an  incredibly  hot  spell  can  require  an  en- 
ergy expenditure  as  well,  and  I  think  we  have  to  be  careful.  An  ex- 
ample is  a  State  like  Mississippi  in  the  depth  of  August.  We  are 
not  talking  about  people  living  on  the  breezy  coast  somewhere. 

Mr.  Panetta.  I  do  not  dispute  that,  but  then  let  us  be  able  to 
target  it  when  Mississippi  faces  that  kind  of  problem. 

Senator  DODD.  Let  me  just  tell  you  quickly 

Mr.  Panetta.  Let's  not  make  this  just  an  entitlement. 

Senator  Dodd.  No,  no.  And  let  me  tell  you  even  if  you  disagree, 
I  am  going  to  support  your  budget.  I  think  this  is  an  important  pro- 
gram. I  think  what  you  have  done  with  the  budget  is  more  impor- 
tant here  overall.  So  I  would  urge  you  to  look  at  LIHEAP  funding 
but  it  is  not  a  conditioned  precedent  for  my  support. 

Last,  as  this  clock  ticks  down,  I  would  hope  you  would  look  at 
some  of  the  strategic  questions.  We  wrote  the  foreign  aid  bill  in 
1961.  That  is  33  years  ago.  The  cold  war  is  over.  We  have  got  to 
rethink  entirely  how  we  deal  with  foreign  aid.  Education  we  now 
have  cut  in  half  the  Federal  commitment  to  elementary  and  sec- 
ondary education  since  1979  as  a  percentage  of  overall  education 
spending.  Property  taxes  are  tremendously  onerous  on  our  constitu- 
ents back  home.  Some  four  or  five  States  have  already  dropped  the 
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property  tax  as  a  way  of  trying  to  deal  with  their  educational  is- 
sues. 

I  hope  we  might  look  at  some  of  these  questions  in  a  broader  way 
than  just  how  you  cut  back  on  Chapter  1  or  Pell  grsuits,  or  how  we 
do  more  on  the  question  of  disabilities  and  so  forth.  But  start  look- 
ing strategically  at  foreign  aid,  at  education  much  as  we  are  look- 
ing at  health  care  and  will  be  looking,  I  hope,  at  welfgire  reform. 
But  in  these  other  Eireas  as  well,  I  think  it  requires,  as  we  look  at 
the  long-term  budget  implications,  that  this  Administration  tackle 
some  of  these  questions  that  really  cry  out  for  some  new  thinking 
in  hght  of  the  changes  that  are  occurring  both  at  home  and  abroad. 

Mr.  Panetta.  I  am  glad  to  hear  you  say  that.  Senator.  I  think 
this  is  a  process  that  is  long  overdue.  Frankly,  we  began  with  a 
kind  of  cross-cutting  effort  within  the  budget  process  to  try  to  look 
at  broad  areas  and  try  to  decide  how  we  can  reduce  a  role  here  and 
build  it  up  here.  Of  the  14  major  agencies,  7  of  them  will  be  cut 
below  the  1994  level,  either  in  budget  authority  or  outlays.  We 
have  tried  to  redirect  that  into  some  of  the  other  departments,  edu- 
cation being  one  of  those. 

That  is  the  discussion  we  really  do 

Senator  DoDD.  It  is  not  even  necessarily  more  money  I  am  talk- 
ing about.  It  is  thinking  of  new — structurally  thinking  about  it  dif- 
ferently. 

Mr.  Panetta.  Right.  I  understand. 

Senator  DoDD.  Thank  you. 

Chairman  Sasser.  Thank  you.  Senator  Dodd. 

Senator  HolUngs  has  been  waiting  patiently  here  since  we  start- 
ed, so  we  turn  now  to  Senator  HoUings. 

Senator  Hollings,  Thank  you,  Mr.  Chairman. 

I  join  with  what  Senator  Dodd  observed  of  your  leadership.  This 
is  our  first  chance  to  really  give  you  credit  for  getting  that  program 
passed  last  August,  and  you  are  still  feehng  the  bruises,  I  am  sure, 
but  you  deserve  every  bit  of  the  credit. 

Chairman  Panetta,  the  only  thing  that  bothers  me  is  you  pre- 
sented this  budget  just  as  enthusiastically  as  Dave  Stockman,  and 
that  worries  me.  I  hope  you  are  more  accurate  than  he  was. 
[Laughter.] 

I  think  you  have  got  a  heck  of  a  good  budget,  and  I  commend 
you  for  it.  I  have  gone  into  it,  with  everyone  else,  in  an  objective 
fashion  and  not  getting  off  on  some  of  these  other  side  issues.  We 
have  got  the  deficits  coming  down. 

Now,  I  just  want  in  the  limited  time  to  try  to  point  out  that 
health  care  reform  is  going  to  cost  us  more  money  and,  yes,  we  can 
do  better  with  respect  to  the  deficit  and  the  debt.  The  only  time 
to  repair  the  roof  is  when  the  sun  is  shining  and  the  sun  seems 
to  be  shining  now,  and  we  can  stand,  as  you  say,  paying  for  govern- 
ment services,  one  of  those  big  charts.  We  Eire  still  not  doing  it. 

I  worked  with  you  on  Gramm-Rudman-HoUings  and  we  did  get 
the  deficit  down.  They  said  it  did  not  work,  but  we  got  it  down  to 
$150  billion.  You  cannot  find  that  low  a  deficit  figure  in  any  of 
these  books.  I  am  sure  we  can  do  better. 

With  respect  to  the  need  itself,  we  call  it  a  payroU  tax  of  7.5  per- 
cent for  social  security  and  medicare,  and  now  we  are  going  to  put 
7.9,  and  I  am  really  persuaded  that  Director  Panetta  and  Deputy 
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Director  Rivlin  would  be  calling  that  a  tax,  if  they  had  their  way. 
I  know  how  the  White  House  has  been  pressuring  you  folks. 

In  that  light,  why  can  we  not  go  ahead,  instead  of  just  putting 
it  on  small  business  and  getting  these  extra  subsidies  and  these 
kinds  of  things — in  other  words,  there  is  $117  billion  for  subsidies 
of  small  business  and  poor  individuals,  $44  billion,  a  cushion  in 
case  the  subsidies  cost  more,  $62  billion  for  long-term  care,  $66  bil- 
lion for  medicare  prescription  drug  benefits — what  we  really  find 
with  all  of  those  costs  going  up  in  health  care  and  you  are  trying 
to  take  care  of  it  with  savings  from  medicare  of  either  the  $179  bil- 
lion or  the  Finance  Committee  says  $189  billion,  either  one. 

We  struggled  in  August  to  get  Chairman  Sasser's  budget,  which 
we  properly  commend  him  for,  to  save  $63  billion  over  5  years,  to 
superimpose  another  $179  billion.  As  Chairman  Moynihan  says, 
that  is  just  whistling  dixie,  dreaming,  that  is  not  going  to  happen. 

Then  you  have  got  the  difference,  as  Senator  Grassley  points  out, 
one  saying  it  is  going  to  reduce  costs  some  $58  billion  and  the  other 
one,  CBO,  saying  it  is  going  to  increase  health  care  some  $75  or 
$133  biUion  swing. 

My  point  is  let  us  try  to  really  get  it  down  £ind  do  it  even  better, 
without  all  of  this  argument  about  a  good  value  added  tax.  I  notice 
our  competitor  Japan  just  over  the  weekend  now  has  increased  its 
3  to  7  percent.  I  was  down  in  Argentina  and  they  have  22  percent 
and  they  are  operating  in  the  black.  I  was  down  in  Chile  and  they 
have  got  18  percent  and  they  are  operating  in  the  black,  pay  as  you 
go,  no  deficit. 

I  think  we  c£in  do  better  and  I  think  we  should.  I  think  organized 
labor  would  support  us.  I  remember  when  we  attested  to  this  some 
5  years  ago,  6  years  ago  now — excuse  me,  8  years  ago,  I  guess  it 
was — we  were  trying  to  avoid  the  deficit  before  the  Finance  Com- 
mittee, and  the  AFL  was  opposed  to  it,  but  I  am  informed  now  that 
they  would  favor  it  for  health  cost,  the  deficit  and  the  debt.  If  we 
could  do  that,  put  on  a  tax  and  get  from  the  argument  of  whether 
you  tax  it  or  not.  I  mean  they  have  made  it  a  word  of  poison,  but 
this  is  unrealistic  as  get-out.  You  are  paying  to  pay  it,  we  should 
pay  it,  and  if  they  want  to  call  the  thing  taxes. 

These  interest  costs,  I  notice  your  gross  interest  costs  when 
President  Reagan  came  to  town,  remember  he  was  going  to  balance 
the  budget  the  first  year  and  put  us  in  the  black,  and  s£iid 
"whoops,"  it  will  take  us  3  years.  He  was  the  one  that  you  heard 
about  Democrat  red  ink,  and  here  is  a  fellow  that  wrecked  the 
economy. 

In  1995,  instead  of  $75  billion  gross  interest  cost  due  to  the 
Reagan-Bush  crowd,  it  is  $311  billion.  We  have  increased  interest 
cost  or  interest  taxes  $236  biUion  for  nothing.  We  do  not  get  any- 
thing for  that. 

Now  you  have  got  these  fees  paying  and  I  am  ready  to  pay  for 
what  I  get,  but  I  hate  to  pay  for  waste.  I  do  not  know  where  that 
Grace  Commission  crowd  is.  They  are  hiding.  I  mean  we  cannot  get 
a  word  out  of  them  on  this  particular  extravagance  and  hemor- 
rhage of  red  ink. 

So  in  light  of  all  of  that,  I  really  want  to  suggest  that  we  come 
on  now  and  get  with  CBO  for  one  thing,  because  you  and  I  fought 
to  get  CBO,  so  do  not  fight  against  CBO  on  a  rationale  on  this  one. 
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Admitting  to  that  and  then  moving  on,  let  us  try  to  pay  for  it. 
What  about?  Why  can't  we  do  that? 

Mr.  Panetta.  Senator,  first  of  all,  I  think  it  is  important  that, 
as  always,  we  work  with  CBO.  As  I  said,  we  may  have  differences 
here  as  to  what  their  call  is,  but  I  have  had  differences  before  with 
CBO,  and  I  have  had  differences  with  0MB.  Nevertheless,  we  try 
to  work  through  these. 

I  mean  the  fact  is,  as  I  said  at  the  beginning,  we  have  got  to  keep 
our  eye  on  the  goal.  The  goal  is  to  deal  with  health  care  reform  and 
to  deal  with  trying  to  control  costs  in  health  care.  That  is  the  goal. 
We  can  work  our  way  through  the  numbers  and  where  we  decide 
to  display  them  and  what  kind  of  support  we  are  going  to  provide 
for  the  costs  of  the  program. 

The  President  has  recommended  the  premium  approach  in  the 
health  reform  proposal.  I  think  the  Congress  now  has  the  ball  on 
both  the  House  and  the  Senate  side.  You  have  had  a  suggestion 
you  have  been  recommending  for  a  number  of  years,  and  I  think 
it  is  a  suggestion  that  needs  to  be  debated. 

Senator  HOLLINGS.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Senator  HoUings. 

Senator  Conrad? 

Senator  Conrad.  Thank  you,  Mr.  Chairman. 

Thank  you,  Leon,  for  being  here.  I  just  want  to  say  I  think  this 
is  the  best  budget  presentation  by  a  Budget  Director  since  I  have 
been  here  in  the  Senate  for  8  years.  I  thought  your  presentation 
today  was  superb,  not  only  in  content,  but  in  terms  of  the  way  you 
delivered  it. 

I  look  back  on  last  year's  budget  fight  and  I  am  proud.  I  am  ex- 
tremely proud  of  what  we  did.  We  have  got  by  far  tihe  biggest  year- 
to-year  deficit  reduction  in  any  year  that  I  have  been  here.  In  fact, 
it  is  twice  as  big  as  any  year.  The  deficit  is  the  percentage  of  gross 
domestic  product.  In  other  words,  in  terms  of  comparing  our  deficit 
to  the  size  of  our  national  income,  we  have  got  the  smallest  deficit 
since  1979. 

The  projections  of  the  deficit  have  shown  a  40  percent  improve- 
ment. Last  year,  we  were  talking  about  $202  billion  deficit,  and 
now  we  are  talking  about  $176  billion.  Those  are  things  to  really 
be  proud  about,  £ind  I  want  to  comment  you,  commend  the  Presi- 
dent for  his  leadership.  And  those  of  us  who  had  the  guts  to  stand 
up  and  vote  with  you  I  think  can  take  a  message  back  home  that 
is  extremely  powerful.  We  have  got  as  a  result  the  lowest  interest 
rates  in  20  years.  We  have  got  the  strongest  economic  growth  in 
7  years.  Those  are  real  accomphshments,  and  we  should  not  hesi- 
tate to  remind  our  fellow  countrymen  about  them. 

There  are  a  number  of  specifics  obviously  that  concern  me.  I  rep- 
resent a  rurgd  State,  a  farm  State.  Consistently,  I  see  agriculture 
taking  by  far  the  biggest  percentage  reductions.  Again,  agriculture 
this  year  is  being  asked  to  take  a  24  percent  reduction,  about  three 
times  as  big  a  reduction  as  any  other  functional  total  in  any  other 
part  of  the  budget. 

B-52's,  I  must  say  the  President's  proposal  here  on  B-52's  con- 
cerns me,  because  we  are  looking  at  a  50  percent  cut  in  terms  of 
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the  number  of  B-52's  that  we  would  have  in  this  country.  I  think 
that  is  a  serious  mistake. 

Let  me  just  make  the  point  on  LIHEAP,  because  my  State — this 
is  my  hometown  newspaper:  Bismark  area  wind-chill  for  the  past 
8  days — this  was  on  January  19 — 35  below,  13  below,  42  below,  50 
below,  45  below,  64  below,  74  below,  43  below,  the  winter  of  1994, 
so  cold  it  hurts. 

Mr.  Panetta.  You  are  definitely  on  the  target  list.  [Laughter.] 

Senator  Conrad.  Would  you  like  to  reconsider  at  this  time  the 
50  percent  cut  in  low-income  heating  assistance,  Mr.  Budget  Direc- 
tor? 

Mr.  Panetta.  Well,  I  think  you  have  made  exactly  the  point  that 
I  have  been  trying  to  make,  which  is  I  think  areas  like  yours  de- 
serve to  be  targeted  with  regard  to  this  kind  of  resource.  I  think 
you  and  I  need  to  work  together  to  see  if  we  can  do  that. 

Senator  CoNRAD.  Well,  I  appreciate  that.  I  just  say  to  you  that 
I  think  a  50  percent  cut — as  you  know,  I  have  been  very  willing 
to  vote  for  budget  cuts,  even  budget  cuts  that  affect  my  State,  be- 
cause I  believe  deeply  that  these  deficits  endanger  the  country's 
economic  security. 

But  I  must  say  I  am  concerned  that  a  50  percent  cut  in  this  pro- 
gr£im,  no  matter  how  well  targeted,  will  mean  that  people  who  are 
really  being  hurt  will  be  asked  to  take  a  hit  that  is  over  and  above 
what  we  are  asking  from  others.  These  temperature  are  truly  ex- 
traordinary. I  spent  5  weeks  at  home  during  the  break.  When  I 
left,  it  was  22  below,  and  not  wind-chill  22,  but  real  22  below,  51 
inches  of  snow  on  the  ground. 

For  those  without  resources  to  heat  their  homes,  you  know,  you 
are  not  talking  about  an  inconvenience.  You  are  not  talking  about 
being  uncomfortable.  You  are  talking  about  a  question  of  survival. 
So  I  hope  that  we  are  very,  very  careful,  as  we  consider  that  reduc- 
tion. 

Again,  I  want  to  commend  you  publicly,  Mr.  Pginetta.  I  thought 
this  presentation  was  superb,  and  we  have  finally  got  this  country 
going  on  the  right  course  and  we  ought  to  keep  it  there. 

Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you.  Senator  Conrad. 

Just  a  couple  of  observations  here.  While  listening  to  you,  Mr. 
Director,  I  was  doing  a  little  mathematics.  This  year,  the  National 
debt — and  I  am  not  talking  about  the  deficit,  I  am  talking  about 
the  National  debt — in  fiscal  year  1995  will  amount  to  52  percent 
of  gross  domestic  product. 

Following  the  pattern  that  you  have  laid  out  here,  it  will  shrink 
to  51  percent  of  gross  domestic  product  by  1999,  and  that  is  with 
nothing  done  about  health  care  reform.  If  we  do  nothing  about 
health  care,  and  you  have  shown  your  chart  there,  which  indicates 
that  that  is  where  the  real  explosion  in  the  budget  is  coming,  in 
health  care  costs.  But  if  we  do  nothing  about  reforming  it,  still  on 
the  path  we  are  on  now,  the  National  debt  as  a  percent  of  gross 
domestic  product  will  be  going  down. 

Now,  that  is  very,  very  good  news,  and  I  think  that  does — not 
just  deficits  going  down  as  a  percent  of  GDP,  but  the  National  debt 
going  own  as  a  p)ercent  of  GDP,  and  I  think  that  is  very  good  news 
and  I  think  that  reinforces  the  need,  the  budgetary  need  to  move 
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ahead  on  he£ilth  care  reform.  Because  it  will  not  only  bring  the 
deficits  down  even  more,  it  will  bring  the  National  debt  as  a  per- 
cent of  GDP  down  even  further. 

Just  to  tell  you  where  we  have  been  in  times  past,  when  we  came 
out  of  the  Second  World  War,  the  National  debt  was  110  percent 
of  GDP.  So  it  has  been  up  and  down  over  the  years.  I  think  that 
is  probably  the  deepest  in  debt  this  country  has  ever  been,  was  in 
1945,  and  we  shrunk  it  to  52  percent.  What  really  brought  it  down, 
as  I  recall  my  numbers,  is  somewhere  around  maybe  25  or  30  per- 
cent of  GDP  in  times  past,  and  then  blew  it  back  up  in  the  decade 
of  the  1980's.  And  now  in  the  decade  of  the  middle  part  of  the 
1990's,  we  are  bringing  it  back  down,  and  I  think  you  and  this  Ad- 
ministration are  to  be  commended  for  that,  and  I  think  future  gen- 
erations will  commend  you  for  it. 

Let  me  just  make  one  point  here.  During  the  last  few  weeks,  we 
have  heard  a  lot  of  questioning  about  sort  of  a  budget  groupie  in- 
side-the-beltway  issue  about  the  whole  question  of  health  care  re- 
form and  whether  it  is  going  to  be  off-budget  or  on-budget  or 
whether  it  is  going  to  be  a  Federal  tax  or  treated  as  a  private 
transaction. 

Let  me  ask  you  this  question:  How  relevant  is  this  to  those  with- 
out health  insurance,  and  how  does  this  classification  issue  affect 
how  health  reform  is  actually  implemented? 

Mr.  Panetta.  Not  at  all. 

Chairman  Sasser.  Well,  what  is  the  effect  on  the  deficit,  if  these 
premiums  are  classified  on  or  off? 

Mr.  Panetta.  It  will  not  affect  the  deficit  at  all. 

Chairman  Sasser.  Because  you  are  going  to  be  in  a  pay-as-you- 
go  mode  with  the  health  care  reform  plan? 

Mr.  Panetta.  That  is  correct. 

Chairman  Sasser.  Does  this  budget  classification  issue  have  any 
economic  impact  at  all? 

Mr.  Panetta.  No,  not  at  all,  because  it  all  goes  basically  to  sup- 
porting health  care  as  it  is  provided  to  Americans  in  this  country. 

Chairman  Sasser.  Right.  But  if  it  does  lead  to  cost  control  in 
health  care  and  if  it  does  lead  to  reduction  of  the  Federal  deficit 
and  does  lead  to  limiting  interest  liability  in  the  outyears,  it  is 
going  to  have  a  favorable  economic  impact,  is  it  not? 

Mr.  Panetta.  Absolutely. 

Chairman  Sasser.  Thank  you,  Mr.  Director. 

Senator  Boxer,  do  you  have  any  further  questions? 

Senator  BoxER.  Yes,  I  do,  a  couple. 

Following  up  on  the  immigration  issue,  I  noted  that  you  and  Tom 
Epstein  of  the  White  House  were  quoted  as  saying  that  the  Admin- 
istration will  make  reimbursements  for  prison  costs  a  top  priority, 
in  other  words,  the  fact  that  we  are  in  California  pajdng  tremen- 
dous costs  for  incarcerated  undocumented  immigrants.  When  do 
you  feel  you  will  be  back  to  us  with  some  approach  on  that,  and 
will  that  be  handled  in  a  pay-as-you-go  way? 

Mr.  Panetta.  It  will.  As  a  matter  of  fact,  there  is  a  provision 
now  for  doing  that.  Unfortunately,  it  has  not  been  appropriated  for. 
And  so,  our  effort  will  be  to  work  with  the  Appropriations  Commit- 
tee to  see  if  we  can  get  funding  for  that  purpose. 
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Senator  BoxER.  Mr.  Chairman,  I  have  one  more  question,  if  I 
might.  Last  week,  CBO  Director  Robert  Reischauer  testified  that  if 
a  balanced  budget  amendment  requiring  a  balanced  budget  begin- 
ning in  1999  was  adopted,  Congress  would  have  to  immediately 
enact  a  multi-year  package  of  tax  increases  and  spending  cuts. 

Now,  Mr,  Budget  Director,  you  know  that  the  balanced  budget 
amendment  is  a  very  politically  popular  idea.  And  as  one  who  has 
been  against  it,  I  feel  very  concerned  about  it  because  we  cannot 
cast  these  votes  in  a  vacuum.  We  need  to  know  what  the  impact 
is  of  such  a  vote- 
Now,  coming  from  a  State  that  is  in  rough  condition,  and  frankly, 
even  forgetting  that  part  of  my  life  and  just  looking  at  it  as  a  na- 
tionwide issue,  what  kind  of  effect  would  it  have  if  we  suddenly 
found  we  had  to  lower  the  total  deficit  over  the  1995-1999  period 
by  about  $600  bilhon,  which  is  what  Mr.  Reischauer  says  we  would 
have  to  do. 

Have  you  not  been  walking  that  delicate  line  here  between  deficit 
reduction  that  is  real  and  permanent  and  helps  us  send  the  right 
signals  and  reduces  those  interest  rates  and  keeps  inflation  low 
and  the  issue  of  stimulating  this  economy  so  that  we  do  not  do  too 
much  on  one  side  and  lose  the  momentxim?  Because  once,  it  seems 
to  me,  we  lose  the  momentum  of  economic  growth,  you  begin  to  see 
the  revenues  decline  again,  and  we  are  back  where  we  started. 

So  if  you  could  say,  in  the  most  straightforward  way  you  person- 
ally can  say,  what  your  concerns  are,  if  you  have  any,  about  Con- 
gress passing  this  balanced  budget  amendment  in  terms  of  what  its 
impact  would  be  on  the  people  of  this  country  if  it  was  carried  out 
with  immediate  steps  to  take  $600  billion  off  this  deficit? 

Mr.  Panetta.  Well,  you  know.  Senator,  over  the  last  number  of 
years,  we  have  always  struggled  to  see  if  there  was  some  kind  of 
magic  answer  to  replace  the  kind  of  tough  choices  that  have  to  be 
made  when  you  are  dealing  with  a  budget.  And  so,  in  the  period 
of  the  1980's,  when  I  think,  frankly,  no  one  was  willing  to  step  for- 
ward and  try  to  make  the  tough  choices,  everybody  decided  that  it 
was  time  to  look  for  some  kind  of  magic  way  to  solve  it  or,  at  least, 
some  kind  of  gimmick. 

And  I  think  the  amendment  to  the  Constitution  basically  flows 
out  of  that  debate,  that  somehow,  if  we  could  not  do  it  by  making 
tough  choices,  if  we  could  not  do  it  by  leadership,  let  us  simply 
amend  the  Constitution.  Surely,  that  has  got  to  force  some  kind  of 
change. 

I  think  what  we  have  shown  in  the  last  couple  years  is  the  re- 
ality that  our  forefathers  knew,  which  is  that  if  you  have  a  Presi- 
dent who  is  willing  to  exercise  leadership,  if  you  have  a  Congress 
that  has  the  courage  to  make  tough  choices  and  follow  that  leader- 
ship, that  ultimately  you  can  make  changes.  You  can  do  the  right 
thing  for  this  country,  and  that  you  do  not  need  to  change  the  Con- 
stitution in  order  to  get  it  done. 

The  numbers  I  showed  you  today,  I  think,  are  the  best  evidence 
why  we  do  not  need  a  constitutional  amendment,  because  we  have 
been  able  to  cut,  just  for  1995,  $126  billion  off  the  deficit,  not  with 
a  constitutional  amendment.  We  did  not  have  to  change  the  Con- 
stitution. We  did  it  because  the  President  proposed  it  and  the  Con- 
gress was  willing  to  make  the  choices  to  enact  it. 
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I  think  the  thing  that  offends  me  the  most  is  not  the  debate  on 
a  constitutional  amendment.  We  can  debate  that,  and  that  is  prob- 
ably worth  debating.  But  every  time  I  suggest  to  the  proponents  of 
a  constitutional  amendment:  Let's  not  just  talk  about  a  constitu- 
tional amendment.  Tell  me  how  you  want  to  balance  the  budget. 
Tell  the  American  people  where  you  have  to  go  to  balance  the 
budget. 

That  is  the  debate  that  needs  to  take  place.  When  I  was  in  the 
House  and  suggested  that  a  constitutional  amendment  be  consid- 
ered, those  proponents  of  the  constitutional  amendment  said, 

Absolutely  not.  We  do  not  want  to  talk  about  how  we  are  going  to  do  it.  That 
would  be  terrible.  Let's  just  talk  about  whether  or  not  we  change  the  Constitution. 

You  need  to  say  to  the  American  people:  How  are  we  going  to 
balance  the  budget?  Now,  with  the  numbers  we  are  dealing  with, 
what  you  are  left  with  is  about  three  or  four  places  to  go.  You  ei- 
ther cut  social  security,  you  cut  defense,  you  raise  taxes,  you  try 
to  cut  interest  and  you  cannot  do  that.  But  those  are  the  three  or 
four  areas  that  you  are  left  with  if  you  want  to  balance  the  budget. 

I  mean,  you  know,  we  have  got  to  be  honest  with  the  American 
people  about  this  whole  debate.  The  course  we  have  taken  is  the 
course  that  I  think  is  a  responsible  path.  We  are  going  to  have  to 
make  tough  decisions.  We  are  going  to  have  to  work  our  way 
through  it.  There  are  going  to  be  some  difficult  choices.  But  in  the 
end,  it  is  the  right  way  to  deal  with  it.  Let  us  stay  on  a  path  that 
moves  us  toward  balance.  But  the  best  way  you  get  there  is 
through  leadership,  not  through  a  gimmick. 

Senator  Boxer.  So  I  just  might  say  in  closing  that  it  seems  to 
me  what  you  £ire  saying  is  anyone  who  supports  that  really,  in 
truth,  ought  to  show  us  how,  show  us  how,  put  it  on  the  table  and 
then  vote  for  a  balanced  budget  amendment.  If  you  are  not  willing 
to  do  that,  it  is  not  real. 

Mr.  Panetta.  If  you  debate  the  constitutional  amendment  on  the 
Senate  side,  you  ought  to  require  that  at  the  same  time  they  de- 
bate that,  they  show  you  how  they  are  going  to  get  a  balanced 
budget. 

Senator  Boxer.  Gk)od  idea.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Senator  Rollings? 

Senator  HOLLINGS.  And  the  only  way  you  are  going  to  do  that, 
Leon,  is  taxes.  I  was  really  impressed  with  Dr.  Reischauer  when 
he  came  before  us.  He  used  the  expression — ^you  know,  they  have 
made  it  a  word  of  poison — but  in  all  reality,  he  said  you  are  going 
to  have  to  have  some  spending  cuts  and  taxes. 

The  fact  is  that  we  referred  that  balanced  budget  amendment 
and  asked  him  for  a  glide  path  in  addition  to  the  percentages.  In 
order  to  comply,  you  would  have  to  cut  the  deficit,  in  1995,  $26  bil- 
lion, or  spending.  You  would  have  to  cut  spending  in  1996  $73  bil- 
lion, in  1997,  $119  billion,  in  1998,  $162  biUion,  in  1999,  $205  bil- 
lion. Now,  that  ought  to  be  somewhere  in  the  record  so  they  under- 
stand how  you  do  it. 

I  am  not  crazy  about  taxes,  like  anybody  else.  But  unless  you 
start  pa5ring  some  of  this  bill  here,  the  taxes  go  up  on  the  other 
side.  They  call  them  interest  costs,  but  they  are  just  taxes  for  noth- 
ing. But  with  this  opportunity,  once  agcdn,  let  me  emphasize  every- 
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body  said  how  long.  I  was  here  when  we  wrote  the  Budget  Act.  I 
have  been-  on  the  committee  20  years,  former  chairman,  just  like 
you,  and  this  is  the  best  I  have  seen.  I  can  tell  you  that  right  now, 
the  best  presentation  of  a  budget  that  we  have  had  in  20  years 
without  all  the  smoke  and  without  all  the  mirrors  and  ever3rthing 
else  of  that  kind,  rosy  scenarios. 

So  if  you  can  get  with  CBO  on  this  health  thing  and  get  rid  of 
that  argument,  and  let  us  just  go  ahead  and  figure  out  how  we  are 
going  to  pay  for  it,  we  can  go  for  it.  But  that  is  not  your  doing.  You 
have  got  a  very,  very  tight  budget.  You  have  got  a  lot  of  cuts  in 
here  on  the  different  committee  things  that  I  have,  and  we  are 
going  to  have  to  carry  it  forward. 

I  really  thank  you.  And  thank  you,  Mr.  Chairman. 

Mr.  Panetta.  Thank  you,  sir. 

Chairman  Sasser.  Well,  thank  you  very  much,  Senator  Rollings. 

Mr.  Director,  there  appear  to  be  no  more  questions  to  be  hurled 
at  you  today,  so  I  wsmt  to  join  in  the  overall  commendation  to  you 
for  a  very  excellent  presentation.  It  was  clear,  it  was  also  a  presen- 
tation that  was  easy  to  follow  and  very,  very  honest.  And  we  thank 
you  for  that. 

Mr.  Panetta.  Thank  you. 

Chairman  Sasser.  This  committee  stands  adjourned. 

[Whereupon,  at  3:11  p.m.,  the  committee  was  adjourned.] 

WRITTEN  QUESTIONS  FROM  SENATOR  SIMON  TO  MR. 
PANETTA  AND  THE  RESPONSES 

Question.  Please  describe  in  detail  any  Administration  plan  to  reduce  the  Federal 
deficit  to  zero.  When  would  an  Administration  plan  to  bring  the  Federal  deficit  at 
or  near  zero  be  complete? 

Answer.  The  Administration  has  a  three-stage  deficit  reduction  program.  The  first 
stage  has  been  completed;  the  second  stage  is  in  progress;  and  the  third  stage  will 
follow  the  second.  It  is  too  early  under  this  program  or  any  other  to  choose  a  date 
to  achieve  and  maintain  a  balanced  budget;  that  goal  can  be  reached  only  after  en- 
actment of  comprehensive  health  reform. 

The  first  stage  of  the  deficit  reduction  program  was  the  President's  economic  plan 
which  was  passed  by  Congress  and  signed  into  law  last  summer.  This  plan  provides 
$504.8  billion  in  deficit  reduction  over  5  years — the  largest  deficit  reduction  package 
ever.  We  have  locked  into  place  a  number  of  disciplines  that  will  help  us  to  main- 
tain this  path.  One  is  a  hard  fi-eeze  on  discretionary  spending,  which  means  that 
we  cannot  spend  more  in  1994  through  1998  than  was  spent  in  1993.  A  second  is 
the  pay-as-you-go  rule,  which  heirs  Congress  fii-om  enacting  legislation  to  increase 
entitlement  benefits  or  reduce  taxes  unless  it  offsets  those  costs  by  other  cuts  in  en- 
titlement spending  or  increases  in  taxes.  If  these  rules  are  violated,  I  am  authorized 
under  the  law  to  cut  spending  across  the  board  to  meet  the  caps  and  the  pay-as- 
you-go  requirement.  Our  plan  has  succeeded;  the  deficit  has  come  down  more  rap- 
idly than  the  Administration  projected,  interest  rates  declined,  and  jobs  and  invest- 
ment grew  beyond  all  expectations. 

Following  upon  this  progress,  the  House  and  Senate  have  already  adopted  ver- 
sions of  the  1995  budget,  and  we  hope  for  final  action  soon.  This  budget  meets  the 
discretionary  spending  caps,  cuts  300  programs  below  their  1994  spending  levels,  in- 
cluding 115  which  are  actually  terminated,  cuts  7  out  of  14  of  the  Cabinet  depart- 
ments, and  reduces  the  level  of  Federal  employment  by  118,300  below  the  number 
at  the  beginning  of  1993. 

It  is  important  to  understand  how  the  President's  economic  program  has  changed 
the  deficit  picture.  One  year  ago,  the  deficit  was  projected  by  0MB  to  decline  from 
$319  billion  in  1993  to  $296  billion  in  1995,  but  then  to  resume  rising — exceeding 
$400  biUion  by  the  year  1999  and  $600  billion  by  the  year  2003.  Now,  with  the  pas- 
sage of  the  economic  plan  and  the  positive  response  of  the  economy,  the  1993  deficit 
has  fallen  to  $254.7  billion,  and  OMB  projects  that  it  will  continue  falling  to  $234.8 
biUion  in  1994,  $176.1  billion  in  1995,  and  $173.1  billion  in  1996.  For  the  first  time 
since  Harry  Truman  sat  in  the  Oval  Office,  the  deficit  will  have  declined  in  3-con- 
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secutive  years.  As  a  percentage  of  the  overall  national  economy,  the  deficit  will  have 
been  cut  in  half.  The  near-term  outlook  is  thus  enormously  improved  because  of  the 
passage  of  the  President's  economic  program;  the  burden  of  more  than  a  half  trillion 
dollars  of  debt  will  be  avoided  in  just  the  next  5  years. 

From  that  point,  however,  the  budget  deficit  is  projected  to  inch  higher  in  dollar 
terms — though  it  would  grow  slightly  slower  than  the  economy  (i.e.,  the  ratio  of  the 
deficit  to  the  gross  domestic  product  (GDP)  would  decline.  The  second  stage  of  the 
President's  economic  program,  therefore,  is  to  arrest  and  reverse  that  long-term 
growth  in  the  dollar  amount  of  the  deficit. 

Before  we  can  arrest  and  reverse  that  growth,  however,  we  must  identify  its 
cause.  The  Congressional  Budget  Office  did  so  last  year  in  its  update  of  the  budget 
outlook: 

Even  after  the  latest  round  of  savings,  there  is  little  reason  to  expect  a 
reversal  of  recent  trends  in  health  spending;  both  programs  [medicare  and 
medicaid]  are  expected  to  continue  growing  at  10  percent  or  more  annually 
over  the  next  decade,  outstripping  the  growth  of  the  economy  .  .  . 

No  other  major  category  of  spending  is  expected  to  outpace  growth  in  the 
economy.  Mandatory  spending  other  than  that  for  medicare  and  medicaid 
is  expected  to  stay  roughly  constant  as  a  share  of  GDP.  .  .  .  Net  interest 
outlays  hardly  budge  from  3.2  percent  of  GDP,  as  the  debt's  growth  is 
trimmed  from  previous  projections.  .  .  .  [The  Economic  and  Budget  Out- 
look: An  Update,  September  1993,  p.  26;  emphasis  added]. 

The  inescapable  reality  is  that  ultimate  control  of  the  deficit  is  impossible  without 
fundamental  health  reform.  Even  a  crash  program  that  slashed  non-medical  spend- 
ing, raised  taxes,  and  achieved  a  balanced  budget  at  a  certain  date  could  not  main- 
tam  budget  balance,  because  continued  health-cost  growth  would  drive  the  budget 
back  out  of  balance  in  short  order.  That  is  why  the  President  has  chosen  to  follow 
on  the  success  of  his  economic  plan  with  pursuit  of  fundamental  health-care  reform. 

Health  reform  will  be  one  of  the  most  complex  legislative  endeavors  of  recent 
years — ^because  the  current  system  is  complex.  It  will  also  be  one  of  the  largest — 
because  the  health  care  system  now  encompasses  V?  of  the  economy.  The  Adminis- 
tration has  made  an  enormous  effort  to  model  its  health-reform  proposal;  the  Con- 
gressional Budget  Office  has  reviewed  that  effort.  Even  though,  by  the  scale  of  the 
total  initiative,  the  percentage  differences  between  Administration  and  Congres- 
sional estimates  are  small,  in  dollar  terms  they  are  significant.  With  all  of  the  will 
in  the  world,  the  limits  of  our  current  understanding  dictate  that  differences  in  al- 
ternative estimates  of  any  major  health-reform  package  will  be  substantial.  The  Ad- 
ministration is  committed  to  achieve  fundamentel  health  reform  that  controls  coste 
and  reduces  the  budget  deficit;  but  imtil  the  Congress  and  the  Administration  com- 
plete their  work  to  achieve  the  final  product,  and  until  we  observe  its  actual  effects, 
we  will  not  know  precisely  what  those  effects  will  be. 

In  other  words,  the  single  essential  step  to  ultimate  control  of  the  deficit  is  health- 
care reform;  and  the  precise  budgetary  outeome  of  health-care  reform  is  necessarily 
unknown  at  this  time.  Thus,  even  though  the  next  order  of  business  for  deficit  re- 
duction is  in  progress,  it  is  impossible  for  the  Administration  to  say  precisely  when 
the  budget  will  reach  balance. 

That  is  why  the  Administration's  deficit  reduction  program  has  a  third  stage. 
After  enactment  of  fundamental  health  reform,  the  Administration  will  review  its 
effect  on  the  long-term  deficit  outlook,  and  work  with  the  Congress  to  achieve  suffi- 
cient further  deficit  reduction.  The  Bipartisan  Commission  on  Entitlement  Reforms, 
appointed  by  President  Clinton  earlier  this  year  and  headed  by  Senator  Bob  Kerrey 
and  John  Danforth,  is  examining  additional  potential  cost-saving  reforms  and  will 
make  recommendations  before  the  end  of  the  year. 

Question.  According  to  the  chart  that  OMB  provided  in  the  fiscal  year  1995  Budg- 
et of  the  United  States  Government,  Analytical  Perspectives,  page  25,  future  gen- 
erations could  undergo  a  66  percent  net  lifetime  tax  rate.  This  figure  is  given  even 
with  the  implementetion  of  the  Administration's  health  care  reform  package.  Please 
provide  the  names  of  any  countries  that,  to  your  knowledge,  have  ever  undergone 
a  tax  burden  of  this  magnitude  and  not  had  to  monetize  that  country's  debt. 

This  question  embodies  a  gross  distortion  of  the  resegirch  presented  in  the  chapter 
of  Budget  of  the  United  Stetes  Government:  Analytical  Perspectives,  entitled, 
"Generational  Accounting." 

Figures  in  this  chapter  are  not,  nor  should  they  be  interpreted  to  be,  predictions 
of  future  tax  rates.  As  the  first  paragraph  of  the  chapter  states: 

Generational  accounting  is  a  new  method  for  considering  the  fiscal  treat- 
ment of  different  generations.  It  is  still  being  refined,  and  a  number  of  the 
assumptions  used  to  estimate  the  amounts  are  controversial.  Further  devel- 
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opment  of  generational  accounting  is  needed  to  improve  the  quality  of  the 
estimates  and  the  usefulness  of  the  method,  (page  21) 

For  purposes  of  exposition,  the  generational  calculations  assume  that  action 
against  the  budget  deficit  will  be  postponed  for  about  20  years,  and  that  the  ftill 
cost  of  this  delay  will  be  borne  by  future  generations;  persons  already  bom  at  the 
time  of  the  analysis  are  assumed  to  make  no  contribution  at  any  time  to  reduce  the 
deficit.  While  this  approach  has  academic  interest,  it  is  obviously  not  a  prediction 
of  future  policy. 

In  fact,  this  Administration  joined  with  the  Congress  last  year  to  reduce  the  defi- 
cit by  $504.8  billion  over  5  years;  continued  that  discipline  in  its  current  budget; 
and  proposed  health-care  reform  to  control  future  costs  in  the  sole  remaining  trouble 
spot  in  the  budget.  The  budget's  generational  analysis  shows  that  the  Administra- 
tion's program  has  reduced  and  will  reduce  further  the  cost  of  government  for  future 
generations. 

WRITTEN  QUESTIONS  FROM  SENATOR  DOMENICI  TO  MR. 
PANETTA  AND  THE  RESPONSES 

Question.  Last  April,  0MB  projected  the  1995  deficit  to  be  $302  billion.  Today,  we 
hear  that  the  1995  deficit  is  projected  to  be  $176  biUion,  $126  billion  less  than  last 
year's  projection.  What  share  of  the  1995  deficit  reduction  is  due  to  legislated  tax 
and  fee  increases  versus  spending  cuts?  What  share  of  the  $126  billion  reestimate 
is  due  to  improved  economic  assumptions?  How  much  of  the  deficit  reestimate  is  due 
to  technical  changes  and  what  were  the  largest  technical  changes? 

Answer.  The  deficit  reduction  package  enacted  in  the  Omnibus  Budget  Reconcili- 
ation Act  of  1993  reduced  the  1995  deficit  by  $83  billion.  For  1995,  OBRA  increased 
revenues  by  $47  billion  and  reduced  spending  by  $36  billion.  Other  legislation  re- 
duced the  1995  deficit  by  $1  billion,  while  changes  to  the  discretionary  caps  in- 
creased the  deficit  by  $3  billion. 

Approximately,  $12  billion  of  the  reduction  in  the  deficit  was  fi"om  improved  eco- 
nomic assumptions.  Another  $10  billion  of  the  reduction  is  fi*om  deposit  insurance, 
largely  the  result  of  improvements  in  the  bamking  sector.  Additional  technical 
changes  account  for  the  remaining  $24  billion  reduction  in  the  deficit.  The  largest 
technical  changes  are  for  receipts  (up  $9  bilHon),  medicare  (down  $4  billion),  and 
medicaid  (down  $10  billion). 

Question.  During  your  appearance  before  the  Senate  Governmental  Affairs  Com- 
mittee earlier  this  month,  it  was  reported  by  the  Bureau  of  National  Affairs  that 
you  did  not  anticipated  a  budget  reconciliation  bill  this  year  but  that  health  care 
reform  legislation  would  be  treated  as  a  "form  of  reconciliation."  What  did  you  mean 
by  this  statement?  Should  health  care  reform  legislation  be  considered  under  the 
Budget  Act's  expedited  reconciliation  procedures  or  should  health  care  be  a  free- 
standing bill  subject  to  the  normal  deliberative  process? 

Answer.  Like  reconciliation,  the  health  care  reform  legislation  will  require  action 
bv  numerous  House  and  Senate  Committees.  It  will  need  to  reach  the  floor  as  a  sin- 
gle legislative  vehicle. 

Question.  In  your  testimony  before  the  Governmental  Affairs  Committee  last 
week,  you  spoke  of  the  need  to  enact  the  management  reforms  in  H.R.  3400.  You 
did  not  specifically  mention  the  innovation  and  franchise  funds  provisions  in  your 
testimony.  Do  you  support  the  enactment  of  those  provisions?  Will  those  provisions 
violate  the  Anti-deficiency  Act? 

Answer.  These  funds  were  recommended  by  the  National  Performance  Review  as 
management  tools  needed  to  make  government  "work  better  and  cost  less."  Deputy 
Director  Rivlin  covered  the  Administration  views  on  these  concepts  in  her  testimony 
before  the  Governmental  Affairs  Committee. 

Innovation  funds  will  provide  a  self-sustaining  source  of  funding  for  special  pro- 
grarn-related  projects  designed  to  improve  productivity,  generate  cost  savings,  or 
provide  better  service  to  the  program's  constituents  and  taxpayers.  Agencies  would 
make  loans  to  components  wishing  to  engage  in  innovative  projects.  Borrowed  funds 
would  be  repaid  to  the  innovation  fund. 

Franchise  funds  will  provide  a  means  whereby  agencies  can  provide  and/or  obtain 
common  administrative  services  on  a  competitive  basis — that  is  for  a  negotiated, 
market-driven  price.  This  will  help  to  assure  that  agencies  do  business  with  which- 
ever service  provider  can  provide  the  best  service  for  the  best  vsdue. 

These  provisions  will  not  violate  the  Anti-deficiency  Act.  Obligations  and  expendi- 
tures from  these  funds  could  not  legally  exceed  amounts  provided  by  law. 

Question.  Why  did  the  Administration  classify  $1.2  billion  for  the  Department  of 
Defense  to  pay  the  incremental  costs  of  our  peacekeeping  forces  in  Somalia  as  an 
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emergency?  If  the  DOD  peacekeeping  funding  is  an  emergency,  why  wasn't  the  $670 
million  requested  for  the  State  Department  to  pay  for  UN  peacekeeping  costs  in- 
curred by  other  nations  designated  as  an  emergency? 

Answer.  United  States  operations  in  SomaUa  have  been  prolonged  beyond  original 
estimates,  and  at  times  have  exceeded  the  predicted  operational  tempo.  Thus  the 
level  of  expenditures  for  this  operation  has  been  in  part  unexpected.  This  operation 
has  drawn  down  both  personnel  and  operations  and  maintenance  (O&M)  funds  con- 
siderably. The  purpose  of  the  supplemental  request  was  to  restore — to  make  whole — 
these  accounts.  In  particulsu*,  the  O&M  accounts,  funding  such  needs  as  maintaining 
stocks  of  fuel  and  spare  parts,  are  vital  to  United  States  military  readiness. 

Given  the  uncertainty  of  the  international  environment,  the  United  States  cannot 
aflFord  to  allow  a  situation  to  develop  where  United  States  forces  were  not  at  a  high 
level  of  readiness. 

The  State  Department  had  no  less  of  an  emergency  requirement  for  the  non-mili- 
tary (assessed)  portion  of  these  funds.  However,  we  believe  at  the  time  that  enact- 
ment of  our  request  would  be  more  likely  if  we  identified  offsets.  Many  of  the  pro- 
posed offsets  were  enacted  but  peacekeeping  funds  were  not  provided.  A  need  for 
these  funds  remains,  and  this  need  is  becoming  increasingly  urgent  as  it  impacts 
ongoing  UN  peacekeeping  operations. 

Question.  Since  the  enactment  of  the  Budget  Enforcement  Act,  how  much  in  emer- 
gency funding  requests  by  fiscal  year  have  been  made  by  the  President?  How  much 
has  been  enacted  as  emergency  appropriations  by  fiscal  year?  How  much  has  been 
enacted  as  contingent  emergency  appropriations?  How  much  of  these  contingent  ap- 
propriations have  been  released  to  date? 

Answer.  A  simple  comparison  of  the  President's  formal  requests  for  emergency  ap- 
propriations with  enacted  emergency  appropriations  is  not  meaningful  for  three  rea- 
sons. 

First,  a  formal  request  may  have  never  been  transmitted  for  a  particular  disaster, 
although  the  Administration  supported  emergency  appropriations  (e.g.,  LA.  riots). 

Second,  estimates  for  disaster  relief  may  change  from  the  original  estimates  on 
which  the  President's  request  was  based.  Administrations  have,  in  such  cases 
worked  with  Congress  to  ensure  the  final  enacted  appropriation  is  adequate. 

Third,  in  order  to  be  classified  as  an  emergency  requirement,  funding  must  be  so 
designated  by  both  the  President  and  the  Congress.  A  President's  designation  at  the 
time  the  bill  is  signed  into  law,  or  at  the  time  contingency  funds  are  released  even 
if  the  funding  was  not  formally  requested,  is  an  expression  of  the  President's  wishes. 

Therefore,  a  reasonable  assumption  is  that  the  President's  "request"  is  the  same 
as  the  formal  enacted  level  (including  released  contingent  emergency  funds)  of  ap- 
propriations deemed  by  both  the  President  and  Congress  to  be  emergency  require- 
ments. Those  amounts  are  as  follows: 


Emergency  Funding  BA: 

First  Fiscal  Year  of  Availability 

Emergency  Category 

FY  1991 

FY  1992 

FY  1993 

FY  1994 

Domestic 
International 
Defense 
sut}total 

Desert  Shield 
total 

39.5 
909.4 

8,218.7 

5.9 

100.0 

8.324.6 

5.?25,5 

4.621.4 

4.621.4 

757.7 
5,379.2 

10.844.3 

1.198.3 
12.042.6 

12,051.3 

948.9 

44.240.0 

45,188.8 

14,150.1 

Note:      The 

costs 

of   Desert 

Shieid/Desert 

Storm  were 

offset  by 

foreign  contributions. 

Contingent  Emergency  Appropriations  have  been  made  in  twelve  Acts  since  the 
enactment  of  the  BEIA  Some  of  the  funding  for  contingencies  has  been  in  annual 
appropriations  measures,  most  has  been  in  supplemental  appropriations  bills.  To 
date,  $4,841.2  million  has  been  appropriated  using  the  contingent  emergency  des- 
ignation, $3,655.7  million  has  been  released,  and  $1,185.6  million  remains  unavail- 
able. These  figures  do  not  include  funds  for  which  availability  lapsed  ($613.4  mil- 
lion). Of  the  balance  not  yet  made  available,  the  largest  single  source  is  the  contin- 
gent funding  set  aside  in  P.L.  103-211,  the  supplemental  bill  providing  funds  for 
the  Federal  response  to  the  Los  Angeles  (Northridge)  earthquake.  $487.9  million  of 
the  $980  set  aside  has  not  yet  been  released. 
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"  The  attached  table  is  designed  to  show  Presidentially  requested  "emergency  re- 
quirement" funding  on  as  near  to  comparable  basis  as  possible  to  the  enacted 
amounts  shown  above  and  includes  notes  regarding  some  of  the  special  cir- 
cumstances/treatment surrounding  individual  requests. 


Formally  Requesled  Emergency 

BA  in  millions 

Fiscal  Year  Reqi 

jested 

Cateqwy/bill        FY  1991 

FY  1992 

FY  1993 

FY  1994 

Description 

Domestic 

— 

— 

... 

... 

P. L. 103-211 



— 

». 

8.363.0 
487.9 

Earthquake  Supp  *  Contingency  releases 

Req  Coming 

— 

Unreleased 

P.L.103-138C 

~ 

„. 

— 

12.3 

Interior  -  no  ami  req.  but  such  sums  lang. 

P.L.103-121  c 

... 

— 

_. 

... 

SBA  -  unrequested 

P.L.103-112C 

— 

— 

... 

.„ 

LI  HEAP  -  unrequested 

P.L.I  03-75 

— 

— 

3.798.0 

... 

Flood  Supp. 

Req  Coming. 

— 

„ 

1,032.0 

.„ 

Some  released  in  FY94 

P.L.103-50 

— 

— 

_. 

._ 

No  BA  eftects 

P.L. 102-396  C 

— 

— 

— 

— 

NOAA  -  unrequested 

P. LI 02-395  c 

— 

_ 

— 

._ 

SBA  -  unrequested 

P.L102-394C 

— 

— 

— 

— 

LIHEAP  •  unrequested 

P.L.102-381  C 

— 

— 

— 

— 

Interior  -  unrequested 

P.L.  102-368 

~ 

4,031.9 

— 

_ 

Hurricane 

Req  Coming 

— 

568.0 

_. 

— 

Some  released  in  FY93.  FY94 

P.L102-302 

— 

— 

„. 

... 

LA  riots/Chicago  flooding  -  intorm.  req.  $494.65M 

P.L.102-266 

— 

107.0 

— 

... 

Requested  SBA  funds 

P.L102-229 

151.0 

— 

— 

— 

FEMA/Ag  supp  -  Bill  signed  in  FY92 

Req  Coming. 

- 

— 

— 

— 

but  requested  in  FY91 

P.L.1 02-27 

44  0 

~ 

::; 

~ 

subtotal 

195.0 

4.706.9 

4,830.0 

8.863.1 

kitemational 

P.L.1 02-27 

909.4 

— 

— 

~ 

P.L.  102-368 

— 

5^ 

~ 

" 

subtotal 

909.4 

5.9 

— 

~ 

Defense 

P.L.103-211 

— 

~ 

_. 

1.198.3 

same  as  enacted 

P.L.1 02-229 

-~ 

100.0 

~ 

~ 

same  as  enacted 

subtotal 

— 

100.0 

— 

1.198.3 

Designated  Emer 

subtotal 

1,104.4 

4.812.8 

4,830.0 

10,061.4 

Desert  Shield 

P.L.1 02-368 

— 

3.471.2 

615.7 

... 

P.L.1 02-229 

- 

2,228.7 

— 

— 

PL.  102-55 

235.5 

— 

— 

— 

FY94  amount  includes  funds  not  avail,  until  FY95 

P.L.  102-27/8 

43.004.5 

125.6 

142.0 

8.7 

P.L.101-511 

1,000.0 

— 

— 

~ 

subtotal 

44,240.0 

5.825.5 

757.7 

8.7 

Grand  total 

45.344.4 

10,638.3 

5.587.7 

10.070.1 

Enacted  totals 

45.188.8 

14.150.1 

5,379.2 

12.051.3 

Notes 

1.  Requested  contingencies 

are  shown  in  year  they  were  requested.  Iho 

ugh  they  may  have  iDeen 

released  up  to  two  years  after  the  request  or 

may  not  have  been  release 

d  at  all.  Enacted  contingencies 

are  included  in  totals  based  on  the  year  of  release. 

2.  FY93  requests/releases  include  actions  by  two  different  Presidents. 

3.  Desert  Shield  requests  are  shown  as  equal  to  enacted  levels.  While  formal  requests  did  not  equal 
the  enacted  level,  the  Administration  submitted  permissive  transfer  language  in  the  FY93  Defense 
Suppiemem  to  the  Budget  to  allow  foreign  contributions  to  \x  transferred  to  DoD  accounts. 

WRITTEN  QUESTION  FROM  SENATOR  BOND  TO  MR.  PANETTA 

AND  THE  RESPONSE 

Question.  Last  fall,  when  Secretary  Aspin  presented  the  Bottom  Up  Review,  he 
stated  that  there  was  a  shortfall  of  $13  billion  in  the  5-year  defense  Dudget.  Then 
in  December,  he  revised  that  estimate  substantially  up  to  $50  billion  over  5  years. 
Then,  a  few  weeks  later,  that  number  was  magically  reduced  to  $31  billion.  And 
now  I  see  from  Secretary  Perry's  testimony  before  the  Armed  Service  Committee 
last  week  that  the  number  has  now  dropped  to  $20  billion.  Can  you  explain  to  me 
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how  the  number  has  managed  to  change  four  times  in  less  than  6  months;  can  you 
tell  me  why  we  should  have  any  confidlence  in  your  current  estimates;  and  can  you 
tell  me  what  you  plan  to  ensure  that  the  shortfall — however  large  it  may  be,  is 
made  up? 

Answer.  The  $13  billion  DOD  Programmatic  Shortfall:  The  Department  of  De- 
fense's Bottom-Up  Review  (BUR)  proposed  major  changes  in  force  structure,  infra- 
structure, modernization,  and  investment  programs  as  well  as  new  initiatives.  The 
resulting  adjustments  to  the  last  Bush  plan,  brought  the  fiscal  year  1995-1999  DOD 
program  to  within  $13  billion  of  its  budget  planning  levels.  This  $13  billion  shortfall 
was  eliminated  in  the  fiscal  year  1995  budget  review. 

The  $50  billion  DOD  Economic  Shortfall:  The  $50  billion  estimate  reflected  pre- 
liminary economic  assumptions  issued  by  0MB  in  September  1993  which  were  high- 
er than  those  assumed  in  the  Clinton  February  1993  budget.  It  also  included  the 
fiscal  year  1996-1999  cost  of  the  unplanned  fiscal  year  1994  military  and  civilian 
pay  raise  passed  by  the  Congress. 

The  final  economic  assumptions  for  the  fiscal  year  1995  budget  were  issued  in  De- 
cember 1993.  The  $31  billion  reflected  these  assumptions.  They  include  lower  infla- 
tion rates  than  those  assumed  in  September,  and  Administration  policy  on  pay 
raises. 

The  proposed  Defense  budget  for  fiscal  year  1995-1999  was  increased  by  $11.4 
billion  to  cover  the  costs  of  unplanned  military  and  civilian  fiscal  year  1994  pay 
raise.  This  reduced  DOD's  shortfall  to  about  $20  billion.  The  President  opted  not 
to  budget  for  the  multiyear  inflation  bill  which  mav  or  may  not  come  due. 

Inflation  estimates  are  likely  to  change  several  times  during  the  year  and  may 
well  result  in  inflation  cost  growth  of  less  than  $20  billion.  CBO's  current  out-vear 
inflation  estimates,  for  example,  would  reduce  this  4  year  difference  from  $20  billion 
to  $11  billion.  Increasing  long-range  budget  levels  for  DOD  based  on  the  new  cur- 
rent inflation  assumptions,  wovild  oe  premature.  Rather  the  impact  of  inflation  on 
the  DOD  program  will  be  reviewed  on  an  annual  basis. 


PRESIDENT'S  FISCAL  YEAR  1996  BUDGET 

PROPOSAL 


WEDNESDAY,  FEBRUARY  9,  1994 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:10  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Jim  Sasser  (chair- 
man of  the  committee)  presiding. 

Present:  Senators  Sasser,  HoUings,  Johnston,  Exon,  Boxer,  Mur- 
ray, Domenici,  Grassley,  Lott,  Brown  and  Gregg. 

Staff  present:  Larry  Stein,  staff  director;  Dave  WiUiams,  assist- 
ant director  for  revenues  and  natural  resources;  Sue  Nelson,  direc- 
tor of  budget  review;  Kathleen  Deignan,  assistant  director  for 
human  resources;  and  Jim  Klumpner,  chief  economist. 

For  the  minority:  G.  William  Hoagland,  staff  director;  and  Cheri 
Reidy,  economist  and  senior  analyst  for  reveunes. 

OPEMNG  STATEMENT  OF  CHAIRMAN  SASSER 

Chairman  Sasser.  The  committee  will  come  to  order. 

This  morning,  the  Budget  Committee  continues  its  hearings  on 
the  President's  Fiscal  Year  1995  Proposal.  We  are  honored  to  have 
with  us  this  morning  our  friend  of  many  years  and  former  es- 
teemed colleague.  Treasury  Secretary  Lloyd  Bentsen.  I  want  to  wel- 
come you  before  the  committee  this  morning,  Mr.  Secretary. 

The  Secretary  is  known  on  Capitol  Hill  as  one  of  our  most  skilled 
policy-makers,  and  he  made  that  reputation  here  on  Capitol  Hill 
and  he  has  carved  out  a  similar  reputation  at  the  Treasury  Depart- 
ment. 

We  are  also  pleased  to  have  Dr.  AHce  Rivlin  with  us,  a  former 
Director  of  the  Congressional  Budget  Office,  who  has  now  gone  on, 
I  assume,  to  greener  pastures  at  the  Office  of  Management  and 
Budget. 

Let  me  also  say,  in  welcoming  you,  Mr.  Secretary,  that  we  wel- 
come the  news  that  you  bring.  It  is  most  welcome. 

Last  year,  the  Administration  had  the  unenviable  task  of  report- 
ing on  an  economy  that  was  deteriorating  and  on  a  fiscal  outlook 
that  was  also  deteriorating.  Last  year,  the  deficit  was  up,  revenues 
were  down,  the  economy  had  no  lift  under  its  wings,  and  job  cre- 
ation was  essentially  stagnant. 

But  I  am  pleased  to  say  that  last  summer's  deficit  reduction  ini- 
tiative, made  up  of  spending  constraints  and  revenue  fairness,  had 
a  profoundly  favorable  effect  on  the  Nation's  economy.  And  I  want 
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to  commend  you,  Mr.  Secretary.  You  did  yeomem's  work  in  getting 
that  landmark  measure  passed. 

I  am  sure  that  Secretary  Bentsen  heard  all  the  prophecies  of  the 
economic  armageddon  that  was  going  to  come  to  pass  if  we  put  that 
deficit  reduction  plan  into  law.  Some  said  that  the  economy  would 
go  to  rack  and  ruin,  if  we  passed  a  program  that  contained  a  strong 
tax  fairness  component.  But,  quite  obviously,  the  opposite  has  hap- 
pened. 

First  of  all,  I  want  to  make  it  clear — and  I  am  going  to  ask  the 
Secretary  about  this  this  morning — that  most  Americans  will  not 
see  any  increase  in  their  income  t£ix  bill. 

Now,  the  Director  of  the  Congressional  Budget  Office,  Robert 
Reischauer,  testified  last  week  that  only  1.2  percent  of  taxpayers 
will  see  their  income  taxes  go  up  on  April  15  of  this  year.  At  the 
same  time  that  slightly  over  1  percent  are  seeing  their  income 
taxes  go  up,  17  percent  will  actually  see  a  cut  in  their  1994  tax  bill. 

I  would  urge  Senators  to  get  the  numbers  fi'om  their  respective 
States.  I  got  them  from  my  State  of  Tennessee,  and  we  find  that, 
in  my  State,  20,500  Federal  taxpayers  or  1  percent  of  Federal  tax- 
payers will  see  their  income  taxes  go  up;  384,000,  conversely,  or  16 
percent  will  see  their  taxes  come  down,  and  almost  2  million  tax- 
payers, 83  percent,  will  see  absolutely  no  change  in  their  income 
taxes  at  all. 

Second,  Mr.  Secretary,  according  to  the  forecast  I  have  seen,  not 
only  is  the  immediate  economic  outlook  bright,  but  the  long-term 
economic  forecast  has  improved  immensely  over  the  past  few 
months. 

I  was  very  pleased  to  see  the  Chairman  of  the  Federal  Reserve, 
Dr.  Alan  Greenspan,  say  that  he  could  not  recall  a  time  when  the 
underlying  base  of  the  economy  was  as  good  as  it  is  now.  He  could 
not  recall  a  time  in  the  last  2  or  3  decades  when  it  is  as  good  as 
it  is  now,  as  far  as  the  underlying  base  is  concerned.  When  you 
contrast  our  economy  with  what  is  happening  in  Japan  and  the  un- 
derlying fundamentals  there,  and  what  is  happening  in  Europe,  I 
think  we  have  reason  for  renewed  optimism. 

The  interest  rates  we  are  seeing  now  are  the  lowest  in  20  years. 
They  are  now  fueling  growth,  without  inflation,  £ind  all  of  the 
economy's  major  sectors  are  participating.  The  news  is  so  good,  in 
fact,  that  the  Fed  last  week  felt  the  urge  to  raise  the  Federal  fiind 
rate. 

Now,  I  did  not  agree  with  that,  and  I  certainly  hope  that  Chair- 
man Greenspan  intends  to  take  his  foot  off  the  brake  very  quickly. 
I  do  not  think  we  have  got  too  much  economic  growth  or  too  many 
jobs  right  now.  We  simply  do  have  things  moving  in  the  right  direc- 
tion, and  we  should  all  do  everything  that  we  can  to  sustain  that 
momentum. 

Now,  I  want  to  be  clear  on  one  last  point  that  I  hope  the  Sec- 
retary will  discuss  with  us  today.  The  economy's  energetic  perform- 
ance is  simply  not  a  matter  of  lucky  coincidences.  Much  of  the  per- 
formance we  see  now  from  the  economy  can  be  traced  directly  to 
the  President's  deficit  reduction  package  and  to  the  confidence  that 
it  inspired  in  the  financial  markets.  I  wonder  where  we  would  be 
now,  if  we  had  not  passed  that  deficit  reduction  package  last  sum- 
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mer.  I  would  hazard  a  guess  that  we  certEiiiily  would  not  see  inter- 
est rates  as  low  as  they  are  today. 

So,  once  again,  Mr.  Secretary,  I  want  to  welcome  you  to  these 
proceedings.  I  look  forward  with  great  interest  to  your  comments 
and  those  of  Dr.  RivHn  on  the  new  vigor  in  the  economy  and  how 
the  new  budget  will  keep  us  on  track. 

Let  me  yield  now  to  Senator  Domenici  for  any  comments  he 
might  have. 

OPENING  STATEMENT  OF  SENATOR  DOMENICI 

Senator  Domenici.  Thank  you  very  much,  Mr.  Chairman. 

Frankly,  I  am  hopeful  that,  before  the  hearings  are  finished,  we 
c£ui  address  some  economic  issues.  I  don't  beheve  the  economy  is 
now  robust  because  of  luck.  Rather,  I  think  the  restructuring  of  the 
American  industrial  business  sector  over  the  last  4  or  5  years  has 
everything  to  do  with  it. 

I  welcome  both  of  you.  I  am  glad  you  are  here.  Might  I  say,  as 
members  of  the  President's  team,  I  look  at  the  way  you  support  the 
President  and  the  way  you  work  as  a  team,  and  I  have  nothing  but 
accolades.  Whether  I  agree  with  the  results  or  not,  you  do  your  jobs 
splendidly.  It  is  as  if  you  all  get  up  in  the  morning  and  you  all  have 
the  exact  same  page  of  the  Bible,  and  throughout  the  day  you 
splendidly  talk  about  it  with  almost  the  same  words  from  every 
major  Cabinet  member,  and  that  is  really  dynamite,  when  it  comes 
to  working  together.  That  is  just  an  observation,  nonetheless. 

Yesterday,  Dr.  Rivhn's  current  boss,  Director  Panetta  appeared 
before  this  committee  to  explain  this  budget.  Perhaps  in  your  ap- 
pearance here  today,  you  might  explain  why  so  many  things  in  the 
budget  seem  to  be  missing.  We  can  go  through  that  with  you  item- 
by-item. 

I  would  hke  to  hear  why  the  budget  makes  no  mention  of  the  tar- 
iff loss  from  GATT.  The  revenue  loss  is  $11  billion.  I  think  some- 
how or  another,  to  be  consistent  and  to  make  sure  we  are  really 
talking  about  keeping  the  deficit  down,  we  have  to  pay  for  that.  We 
cannot  just  slough  it  off  and  say  there  is  another  $11  bilhon  gone, 
but  it  does  not  matter.  Now,  that  is  almost  three  times  as  much 
as  the  $3.5  billion  in  discretionary  programs  that  the  President  is 
interested  in  constraining  and  terminating  as  part  of  meeting  the 
caps. 

I  am  wondering  why  we  do  not  have  new  taxes  that  are  required 
for  Superfund,  which  I  think  the  Treasury  Department  says  we  are 
going  to  have  to  have.  There  are  a  number  of  other  things  missing. 

Mr.  Secretary,  I  would  also  think,  since  you  have  been  such  a 
staunch  advocate  of  the  business  research  and  experimentation  tax 
credit,  and  since  the  President  has  indicated  that  he  wants  that  ex- 
tended, and  since  it  runs  out,  I  am  interested  in  knowing  why  we 
do  not  have  the  amount  of  taxes  that  are  going  to  be  needed  for 
that  in  this  budget.  Obviously,  that  is  going  to  happen. 

Now,  yesterday,  Mr.  Panetta  did  not  get  very  much  notoriety  out 
of  his  appearance,  because  I  think  you  all  know  he  was  upstaged 
by  Director  Reischauer's  appearance  before  the  Ways  and  Means 
Committee.  The  CBO  study  has  and  will  continue  to  receive  a  lot 
of  attention,  and  it  should  receive  some  attention  even  here  today. 
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The  CBO  makes  some  very  important  points,  and  I  hope  they 
will  be  addressed  today.  I  think  the  analysis  by  CBO  says  that  the 
President's  health  care  plan  is  a  big,  new  government-run  program. 
I  think  any  other  interpretation  of  what  CBO  sedd  is  just  not  read- 
ing the  words. 

The  report  says: 

The  Administration's  proposal  specifies  outcomes,  dictates  the  means  by  which  the 
outcomes  must  be  achieved,  prescribes  the  financing  mechanism  that  must  be  used, 
and  enforces  the  prescribed  transactions. 

So  if  that  does  not  sound  like  a  government  program,  I  do  not 
know  what  one  would  be. 

I  also  want  to  remind  everyone — and  later  on  I  will  ask  you  if 
this  is  true  or  not — even  the  Congressional  Budget  Office's  esti- 
mates of  what  this  program  will  cost  are  predicated  upon  the  effec- 
tiveness of  a  price  freeze  on  premiums.  The  provision  says  that  ag- 
gregate insurance  premiums  in  the  country  cannot  go  up  more  than 
a  given  amount,  and  it  is  based  on  that  control  mechanism  that 
CBO  makes  all  of  its  estimates.  Without  that  limitation,  clearly  the 
estimates  of  cost  would  be  outlandish  and  be  way  beyond  anything 
that  anybody  would  support.  Yet,  I  believe  some  keep  sajring  the 
Administration's  progrgmi  does  not  have  any  cost  or  price  controls 
in  it.  So  I  am  very  interested  in  that. 

Incidentally,  you  should  know  that  I  have  heard  more  about  Sen- 
ator Bentsen's  health  reform  plan  and  the  need  to  consider  it  as 
an  alternative  than  I  have  the  President's  plan.  I  am  really  sorry 
Senator  Bentsen's  plan  did  not  get  enacted.  I  understand  what 
happened  after  we  passed  it,  but  we  need  to  do  something  like  his 
plan  and  do  it  rather  quickly,  in  my  opinion. 

I  look  forward,  Mr.  ChEdrman,  to  any  thoughts  our  two  witnesses 
have  about  this  budget  and  about  the  off-budget  items  or  the  budg- 
ets that  are  not  in  it.  I  thank  you  for  yielding  me  time. 

Chairman  Sasser.  Thank  you.  Senator  Domenici. 

We  will  turn  now  to  Secretary  Bentsen  for  his  testimony. 

STATEMENT  OF  THE  HON.  LLOYD  BENTSEN,  SECRETARY  OF 

THE  TREASURY 

Secretary  Bentsen.  Thank  you  very  much,  Mr.  Chairman,  Sen- 
ator Sasser,  Senator  Domenici,  and  distinguished  members  of  this 
committee.  I  am  delighted  to  be  back  here  with  you. 

I  have  a  longer  statement  that  I  would  like  to  put  in  the  record, 
if  I  may,  and  summarize  what  I  present  orally. 

Last  February,  I  told  you  that  Americans  wanted  an  economic 
change,  that  they  did  not  want  business  as  usual,  that  business 
was  stagnant,  that  we  had  high  unemplojmtient,  and  we  had  falling 
real  incomes.  We  have  changed  that. 

A  year  ago,  the  recovery  from  the  1990-1991  recession  was  still 
fragile.  Now  I  think  it  is  secure,  because  together  we  have  put  in 
place  a  credible  long-term  deficit  reduction  program.  The  deficit  is 
falling,  interest  rates  have  come  down  substantially,  inflation  is  in 
check,  and  we  see  no  signs  of  its  resurgence.  Employment  is  grow- 
ing, and  unemplojrment  is  falling.  Americans,  I  think,  have  more 
confidence  now  in  their  economic  future.  What  a  difference  a  year 
makes. 
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In  that  year,  our  domestic  progress  has  also  enabled  us  to  re- 
claim our  place  of  leadership  in  the  world's  economy,  making  eco- 
nomic policy  an  integral  part  of  foreign  policy,  and  pursuing  an  ex- 
port-based strategy  that  has  produced  both  NAFTA  and  GATT. 

About  3  years  ago,  I  was  at  a  Vildbjerg  meeting  in  France,  and 
I  recall  the  Europeans  standing  up  and  sa3dng  what  an  incredible 
change  since  the  cold  war  has  ended,  that  now  you  see  Europe  in 
the  ascendancy,  part  of  the  world's  leadership,  and  Japan  in  the  as- 
cendancy, part  of  the  world's  leadership,  and  America  in  decline. 
What  a  change. 

You  made  the  point  earUer,  Mr.  Chairman,  about  what  we  see 
in  the  world's  economy.  You  see  Europe  flat,  you  see  Japan  flat  in 
its  growth.  And  you  see  us,  out  of  all  the  Gr— 7  countries  as  the  en- 
gine of  growth,  not  as  much  as  we  would  like,  but  as  compared  to 
the  rest  of  them,  very  substantial. 

I  was  thinking  back  to  the  G-7  meeting  of  finance  ministers  I 
went  to  in  February  in  London,  just  a  year  ago.  I  was  the  most  jun- 
ior of  all  the  members  there.  Today,  I  am  the  second  most  senior. 
What  that  tells  you  is  the  kind  of  budgetary  problems  and  eco- 
nomic problems  the  rest  of  the  world  has  had,  and  that  the  finance 
ministers  are  over  the  side  when  that  happens.  But,  it  also  shows 
the  kind  of  stabiUty  and  growth  and  the  turn-around  that  we  have 
seen  come  about  in  this  country. 

A  year  ago,  I  came  here  to  ask  for  deep  spending  cuts  and  a  large 
revenue  package.  This  year,  the  economy  is  growing,  and  we  have 
a  budget  that  cuts  government.  It  kills  115  programs  outright.  Add 
in  what  is  being  reduced,  and  that  number  is  over  300,  and  50  pro- 
grams are  fi*ozen. 

Now,  with  that  kind  of  a  budget,  we  are  following  through  on  our 
commitment  to  cut  government  further,  to  reorient  our  policies,  to 
make  a  long-term  investment  in  our  future,  and  to  achieve  smaller 
and  smaller  and  smaller  deficits. 

I  want  to  take  a  quick  look  at  what  the  situation  was  when  we 
got  here,  as  a  reminder  of  why  we  have  to  keep  working  at  this. 
Our  deficit  reduction  effbrt  clearly  was  badly  needed.  Long-term  in- 
terest rates  were  abnormally  high  relative  to  short-term  interest 
rates,  and  consumer  confidence  was  abnormally  low. 

Our  fiscal  situation  deteriorated  badly  in  the  early  1990's.  Be- 
tween 1980  and  1992,  the  budget  deficit  averaged  nearly  $200  bil- 
lion a  year.  We  are  only  now  reversing  the  effects  of  that. 

Now,  as  my  chart  shows,  the  numbers  are  really  staggering.  The 
Federal  debt  held  by  the  public  doubled  as  a  percentage  of  GDP  be- 
tween 1980  and  1993.  We  had  to  arrest  that  kind  of  a  trend.  Be- 
yond that,  the  vast  majority  of  Americans  worked  harder  in  the 
1980's  and  they  gained  Uttle.  The  lowest  income  group  actually  lost 
ground,  as  that  chart  shows,  the  lowest  fifth  going  down  .3  percent, 
the  highest  fifth  going  up  15.4  percent. 
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The  Federal  Debt  Held  by  the  Public 

Doubled  as  a  Percent  of  GDP 

between  1980  and  1993 
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I  think  we  had,  by  some  measures,  a  more  unequal  society  than 
at  any  time  in  our  country  since  the  Great  Depression,  and  that 
kind  of  thing  brings  about  trouble.  What  we  want,  and  what  I  want 
and  you  want  for  your  children  and  your  grandchildren,  is  a  stable 
society  to  grow  into. 

To  raise  revenues,  together,  we  put  into  effect  a  tax  increase  that 
affects  fewer  than  2  percent  of  all  the  taxpayers — 1.2  percent,  as 
you  said,  Mr.  Chairman,  those  who  can  afford  to  pay  a  little  more. 
I  have  looked  at  some  of  the  other  countries  around  the  world. 
When  we  talk  about  our  39.6  income  tax  rate,  we  should  bear  in 
mind  that  most  of  the  industrial  nations  in  the  world  have  at  least 
a  50  percent  rate.  So  as  compared  to  them,  ours  was  not  that  big 
an  increase. 
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Income  Gains  Were  Concentrated 
Among  the  Wealthiest  Households,  1980-92 

Change  in  Average  Real  Household  Income 


Lowest  fifth      Second  Tfiird  Fourth       Highest  fifth 

Middle  income  taxpayers  are  only  affected  by  the  gasoline  tax. 
Yet,  the  last  time  I  filled  up,  even  with  the  gasoline  tax,  it  cost  me 
less  than  it  did  a  year  ago. 

Lower-income  workers  are  benefiting  enormously  from  the  ex- 
panded earned  income  tax  credit.  The  idea  is  that  someone  who 
puts  in  40  hours  a  week  and  works  hard  at  it,  ought  to  be  above 
the  poverty  line.  I  think  that  is  a  good  objective,  and  I  think  that 
helps  change  that  table  that  we  were  looking  at  with  such  a  dispar- 
ity between  high-and  low-income. 

Our  deficit  reduction  package  set  the  stage  for  a  major  improve- 
ment in  the  economy.  We  now  have  in  place  the  essential  elements 
for  sustained  non-inflationary  growth.  You  quoted  the  Chairman  of 
the  Federal  Reserve  saying,  Mr.  Chairman,  that,  in  effect,  he 
looked  at  the  underpinnings  of  this  economy  and  they  were  the 
best  he  had  seen  in  30  years.  He  has  told  me  that. 

Now,  I  have  a  chart  that  shows  how  the  major  deficit  reduction 
actions  of  last  year  helped  the  interest  rates  fall,  and  that  is  dra- 
matic. That  is  quite  a  change.  That  has  encouraged  homebuilding 
and  car  sales,  and  has  created  jobs.  It  has  helped  everyone,  govern- 
ment, business,  and  consumers. 
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President's  Deficit  Reduction  Program  Has  Had 
a  Positive  Impact  on  Long-Term  Interest  Rates 
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Now,  let  me  tell  you  what  else  looks  better.  The  stock  market  is 
strong.  That  is  what  we  have  seen.  Senator  Domenici  was  making 
the  point  about  what  businesses  have  done.  No  question  that  busi- 
nesses have  really  been  able  to  squeeze  out  the  fat.  What  you  have 
seen  is  a  change,  a  dramatic  change  in  what  you  saw  in  the  1980's 
with  all  the  LBO's,  and  with  all  the  other  situations  where  you 
added  debt.  Now,  they  have  been  able  to  reduce  that  debt  substan- 
tially. Because  the  stock  market  is  higher,  they  can  go  to  the  equity 
market,  and  they  can  cut  back  on  that  debt.  The  interest  rates  are 
lower,  so  they  can  invest  in  equipment  and  increase  their  produc- 
tivity. 

You  see  labor  unit  costs  are  actually  falling,  particularly  in  man- 
ufacturing. You  see  productivity  increasing  as  much  as  7  percent. 
To  see  that  happening  makes  us  all  the  more  competitive  in  the 
world  economy. 

I  can  think  back  to  not  very  long  ago  when  you  saw  interest 
rates  for  Japanese  companies  as  low  as  1  percent,  and  then  they 
would  have  some  warrants  out  there  with  a  convertibility  factor  to 
a  stock  that  was  selling  at  100  times  its  earnings,  or  to  look  at 
what  the  interest  rates  were  from  the  Bundesbank  for  the  German 
industry  as  compared  to  ours,  and  it  sure  was  not  a  level  playing 
field. 

Foreign  business  had  a  tremendous  advantage  over  United 
States  companies.  It  is  not  true  any  more.  We  are  ready  to  take 
on  international  competition.  Business  is  in  much  better  shape  to 
accomplish  just  that. 

But  you  can  see  what  has  happened  insofar  as  equipment  pur- 
chases. You  have  seen  an  18-percent  increase  in  its  annual  rate, 
and  that  is  what  has  happened  to  productivity.  Over  the  4-full 
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years  previously  before  this  Administration,  it  had  averaged  a  httle 
over  3  percent. 

Investment  Soars  Under  Administration  Policies 

Real  Business  Fixed  Investment  in  Equipment 

Percent  Change,  Annual  Rate 
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What  also  has  happened  is  that  business  and  consumer  con- 
fidence is  up,  sales  have  picked  up,  orders  have  increased,  incomes 
are  rising.  We  have  turned  a  jobless  recovery  into  a  job  creating  re- 
covery. The  American  job  machine  is  up  and  running. 


134 


Private  Job  Growth  Soars 
Under  Administration  Policies 

Average  Monthly  Gain 
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There  is  a  difference,  too,  between  this  country  and  Europe, 
when  you  examine  those  countries,  with  some  of  their  structural 
problems.  I  can  recall  back  in  the  1980's  when  we  were  not  having 
a  recession.  We  had  a  recession  back  in  Texas  though.  I  come  from 
Houston,  where  things  were  really  tough.  And  I  would  come  to 
Washington  and  things  were  booming  here,  and  I  would  find  these 
motels  and  trailers  filled  with  people  from  Houston — carpenters, 
plumbers,  electricians,  people  that  would  move  to  the  job.  You  do 
not  get  that  as  much  under  the  European  system.  That  is  one  of 
the  advantages  of  international  competition  for  this  country. 

Now  we  have  committed  to  reversing  the  shortfall  that  we  had 
in  investment.  The  debt  explosion  of  the  1980's  came  with  the 
marked  expansion  of  consumption  spending  by  both  the  public  and 
the  private  sector.  We  were  like  that  grasshopper  and  the  ant:  We 
fiddled  around,  had  a  good  time,  did  not  put  away  for  the  winter, 
or  in  this  case  did  not  save  enough  to  invest  in  the  tools  that  make 
American  workers  more  productive.  And  low  investment  and  slug- 
gish growth  meant  stagnant  wages  and  incomes. 
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Public  Investment  Fell  in  the  1970's  and  1980's 

Total  Government  Investment  as  a  Percent  of  GDP 
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What  you  are  seeing  is  a  natural  correction  taking  place.  We  are 
looking  at  a  situation  where  corporate  profits  were  up  12  percent 
last  year,  even  after  write-offs.  So  the  debt-to-equity  ratios  on  a 
market  value  basis  are  now  at  their  lowest  point  in  20  years — busi- 
ness failures  declining,  the  banking  system  recapitalized.  We  are 
competitive  again. 

Most  investments  will  be  in  the  private  sector,  and  we  are  en- 
couraging that  through  these  lower  interest  rates  and  the  invest- 
ment incentives  enacted  in  our  economic  package.  But  the  Federal 
Government  also  must  redirect  its  own  activity  toward  investment 
and  away  from  consumption. 

A  serious  shortfall  has  developed  in  pubhc  investment.  We  need 
a  long-term  view.  As  a  society,  we  must  invest  in  our  infrastructure 
and  scientific  and  technological  knowledge  and  working  skills  that 
improve  productivity,  and  that  make  us  internationally  competitive 
in  our  workforce.  We  must  also  invest  in  the  safe  streets  and 
neighborhoods  that  Americans  demand. 

Now  let  me  tell  you  a  bit  about  this  year's  budget  and  our  as- 
sumptions. This  year,  the  economy  appears  likely  to  move  along  a 
path  of  moderate  growth.  We  are  starting  with  a  backdrop  of  a  sur- 
prisingly strong  fourth  quarter,  when  real  growth  soared  to  5.9  per- 
cent. We  expect  steady  growth  over  the  budget  period. 

In  1994,  we  expect  real  GDP  growth  to  average  3  percent  and 
then  taper  down  to  2.5  by  1999.  We  beheve  unemployment  will  con- 
tinue to  decline  and  reach  5.5  percent  by  1998.  And  we  believe  in- 
flation will  edge  up  very  gradually  to  3  percent  by  the  end  of  the 
period. 


136 


As  to  interest  rates,  we  expect  short-term  rates  will  move  up 
gradually  to  about  4.5  percent  by  1997,  and  long-term  rates  should 
remain  stable.  We  still  have  some  hard  work  ahead  of  us.  This 
budget,  with  its  tough  choices,  assures  that  we  meet  the  require- 
ment to  keep  the  deficits  declining. 

The  discretionary  spending  caps  reinforce  the  President's  fiscal 
responsibility.  This  budget  shifts  spending  from  consumption  to  in- 
vestment. The  fiscal  1995  budget  anticipates  a  deficit  of  $176  bil- 
Uon.  That  is  down  $60  billion  from  fiscal  1994. 

The  Office  of  Management  and  Budget  projects  the  deficit  will 
reach  a  low  of  $173  billion  in  fiscal  1996,  and  move  up  only  mod- 
erately to  $201  billion  by  the  year  1999.  Now  that  represents  sig- 
nificant improvement  from  the  previous  projections. 

Now  the  next  chart  we  have  shows  that  the  deficit  as  a  percent- 
age of  GDP  would  be  more  than  cut  in  half,  from  the  5.2  percent 
projected  1  year  ago  under  the  policies  of  the  previous  Administra- 
tion to  2.5  percent  by  1995,  and  to  2.3  for  the  rest  of  the  decade. 
If  the  President's  health  bill  is  enacted,  projected  deficits  will  be 
even  lower. 

The  President's  Policies  Have  Dramatically  Improved 

Our  Deficit  Outlook 
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Now  I  have  another  chart,  and  that  shows  total  spending  falling 
sharply  as  a  percent  of  GDP  under  the  Administration's  budget.  If 
you  look  on  the  left  side,  you  see  what  the  percentage  was  in  the 
4  years  of  the  last  Administration.  It  was  headed  up  and  stayed 
about  level.  Now  look  on  the  right  side.  We  have  it  headed  down, 
and  our  projections  show  the  percentage  falUng  off  even  more. 

Controlling  spending  is  the  key  for  keeping  deficits  headed  down. 
These  discretionary  spending  caps  are  essential  to  meeting  our 
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commitments.  Total  discretionary  spending  will  decline  from  $550 
billion  in  1994  to  $542  billion  in  1995.  Now  if  we  had  let  that  keep 
pace  with  inflation,  the  1995  number  would  have  been  $565  biUion. 
In  other  words,  we  have  cut  spending  and  we  have  cut  it  a  lot.  We 
have  worked  hard  to  find  savings  that  will  not  hurt  the  economy 
or  the  delivery  of  pubhc  services — a  tough  budget,  with  a  lot  of 
pain  in  it,  and  there  will  be  a  lot  of  blood  on  the  floor,  but  by  the 
time  we  finish  it — I  think  we  thought  it  was  tough  last  year,  it  is 
going  to  be  just  as  tough  this  year. 

We  propose  kilhng  at  least  115  programs,  some  of  which  would 
be  nice  to  keep,  but  we  cannot  afford  it  any  more,  if  we  want  to 
invest  in  priorities  elsewhere.  The  terminations  range  from  a  tree- 
planting  program  to  heavy-duty,  high-tech  hardware  at  the  Penta- 
gon. It  includes  some  things  many  of  us  have  traditionally  sup- 
ported, Uke  education  and  library  programs.  It  is  the  same  in  the 
programs  we  are  reducing,  which  include  everything  from  rural 
electric  and  telephone  loan  subsidies  to  the  Apache  attack  heli- 
copter. Some  51  budget  accounts  are  frozen  at  the  1994  level,  with 
no  increase  for  inflation. 

We  are  also  saving  money  through  personnel  reductions  and  ad- 
ministrative savings.  At  Treasury,  we  are  taking  some  hits  too.  We 
are  cutting  back  some  3,500  jobs,  reducing  spending  in  five  areas, 
some  of  it,  I  am  proud  to  say,  through  increased  efficiency. 

The  cuts  are  spread  throughout  the  government.  We  had  to  cut 
in  one  area  to  finance  a  higher  priority  in  other  areas,  such  as 
fighting  crime  or  retraining  workers.  It  is  one  thing  to  have  an 
economy  in  which  things  never  change.  But  when  production  can 
move  rapidly,  when  capital  moves  by  some  electronic  transfer  Uke 
the  speed  of  hght,  we  have  to  invest  in  the  things  that  make  cur 
economy  able  to  flex  and  adjust  to  those  conditions. 

That  is  why  this  budget  is  not  totally  about  spending  cuts.  That 
is  why  it  has  some  investments  in  it.  And  to  boost  investment,  we 
are  recommending  modest  increases  in  1995  for  a  number  of  pro- 
grams particularly  important  to  sustain  growth. 

Over  the  past  2  years,  these  programs  have  had  outlay  increases 
of  $15.3  billion  or  budget  authority  of  $23  billion.  We  are  asking 
for  additional  outlay  increases  of  $7.7  biUion  or  $13.7  billion  in 
budget  authority.  If  we  had  the  money — if  we  had  the  money — we 
would  like  to  devote  more  to  these  programs.  But  the  reaUty  is  that 
even  these  modest  increases  mean  stringent  economies  elsewhere 
in  the  budget. 

Major  new  initiatives  are  proposed  for  investment  in  people, 
science,  technology,  infrastructure  and  the  environment.  We  pro- 
pose new  initiatives  to  provide  for  health  security,  personal  secu- 
rity and  national  security.  Examples  include  $1.5  biUion  help  for 
dislocated  workers,  $250  milUon  for  one-stop  career  shopping,  an 
additional  $700  miUion  for  Head  Start,  an  additional  $1.4  biUion 
in  technology  investment,  such  as  the  Vice  President's  Information 
Highway  Program,  and  $2.8  bUlion  for  a  crime  bUl,  with  initiatives 
such  as  putting  100,000  new  policemen  on  the  beat. 

I  was  in  Houston  the  day  before  yesterday.  The  situation  there 
is  they  have  a  new  mayor  who  promised  to  put  more  cops  on  the 
beat,  with  an  amazing  result,  a  22-percent  reduction  in  crime  in 
Houston.  It  has  been  an  example  for  the  rest  of  the  country. 
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In  my  own  department,  we  are  continuing  to  modernize  the  IRS 
Information  System.  Also,  we  have  several  initiatives  in  the  Bu- 
reau of  Alcohol,  Tobacco  and  Firearms  to  fight  violent  crime.  And 
while  discretionary  spending  is  projected  to  stay  flat,  mandatory 
spending  is  projected  to  increase  from  $730  billion  in  1994  to  $762 
billion  in  1995.  That  is  an  increase  of  4.4  percent,  with  the  absence 
of  the  President's  health  reform. 

Now  that  is  a  major  part  of  our  problem.  We  have  already  taken 
steps  to  address  the  issue  of  entitlements  with  last  year's  social  se- 
curity tax  change.  It  is  the  health  part  that  is  really  driving  things. 
If  we  want  to  maintain  fiscal  responsibility  over  the  long  run,  then 
we  have  to  reform  it. 

Our  projections  show  that,  unless  we  get  this  under  control,  the 
deficit  will  turn  back  up  again.  With  health  care  reform,  it  is  a  dif- 
ferent picture.  By  1999,  we  project  that  the  deficit  will  be  only  $181 
billion,  if  our  health  care  plan  is  enacted,  or  $20  billion  below  what 
we  calculate  it  would  be  without  health  care  reform. 

Now  those  figures  underscore  the  urgency  of  passing  comprehen- 
sive health  care  reform  this  year.  There  is  a  ftinding  crisis  there 
that  we  have  to  get  under  control. 

Let  me  add  here  that  the  report  yesterday  from  the  Congres- 
sional Budget  Office  proves  that  we  can  guarantee  all  Americans 
private  health  insurance  coverage  by  the  year  2000,  and  at  the 
same  time  reduce  what  we  spend  on  health  care  overall. 

The  CBO  report  confirms  that,  over  the  long  run,  we  will  be  able 
to  lower  spending  for  health  care  by  $30  billion  by  the  end  of  the 
decade  and  $150  billion  by  the  year  2004. 

Last,  their  report  agrees  that  the  Administration's  approach  will 
lead  to  overall  deficit  reduction  in  the  long  term.  Now  we  disagree 
with  the  CBO  about  the  impact  of  health  care  reform  in  the  short 
term.  But  we  can  work  with  Congress  on  this  and  we  will  work 
with  the  Congress  on  this.  We  worked  out  our  deficit  projection  dif- 
ferences last  year,  and  we  will  work  to  do  that  again. 

Finally,  we  disagree  that  employers'  premiums  should  be  counted 
as  being  a  part  of  the  budget.  These  are  private  transactions  be- 
tween employers,  individuals,  and  insurers.  The  President  has  spe- 
cifically said  he  wants  to  keep  our  private  employer  based  system. 

Now  let  me  add  a  few  words  on  revenues  overall.  We  expect  to 
see  a  healthy  7.4  percent  increase  in  receipts  because  of  improve- 
ments in  the  economy  and  the  action  taken  last  year. 

Also,  there  is  one  area  of  revenue  policy  that  we  can  work  on, 
and  I  am  going  to  need  your  help  on  this  one,  and  that  is  collecting 
the  taxes  that  are  on  the  books  right  now.  When  we  spend  money 
to  increase  tax  compliance,  it  pays  us  back  several  times  over. 

Therefore,  beginning  in  fiscal  1995,  the  Administration  would 
Uke  to  add  5,000  FTE's  for  additional  examinations  and  audits.  We 
would  like  to  work  with  the  Congress  on  a  bipartisan  basis  to  see 
if  we  cannot  get  some  kind  of  special  accommodation  in  that  budget 
to  do  that,  to  provide  for  that  initiative  within  the  existing  Budget 
Enforcement  Act, 

The  problem  we  have  got  is  we  know  dam  well  that  is  going  to 
be  an  increase  in  revenue  that  we  get,  that  we  are  going  to  get  sev- 
eral dollars  for  every  dollar  we  spend.  That  revenue  is  not  counted 
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in  the  budget,  but  our  expenditures  are.  If  you  can  help  us  figure 
out  a  way  to  handle  that,  we  think  it  will  pay  off. 

Finally,  I  want  to  touch  briefly  on  a  number  of  major  policy  ini- 
tiatives in  addition  to  health  care  reform.  All  of  these  will  be  deficit 
neutral,  in  keeping  with  the  pay-as-you-go  requirements  of  the 
Budget  Act. 

Welfare  reform  is  badly  needed  to  break  out  of  a  chain  of  depend- 
ency which  destroys  initiative.  Workforce  security  will  unify  a 
patchwork  of  existing  programs  and  assist  workers  who  must  ad- 
just in  a  changing  economy. 

The  recent  successful  GATT  negotiations  will  open  foreign  mar- 
kets to  U.S.  producers  and  create  jobs  here.  By  the  same  token,  we 
will  have  to  pay  for  the  loss  in  tariff  revenue,  and  we  will  work 
with  the  Congress  in  seeing  what  we  do  to  accomplish  that. 

These  initiatives,  together  with  the  proposed  investment  initia- 
tives and  a  responsible  budget,  represent  this  President's  ongoing 
commitment  to  create  an  environment  of  security  and  opportunity 
for  every  American. 

Now  let  me  conclude  by  saying  that  together  I  think  we  have 
made  enormous  progress  in  just  1  year.  Lower  interest  rates  have 
been  a  big  payoff.  The  economy  is  moving  forward,  creating  jobs  at 
a  much  more  satisfactory  rate,  inflation  remains  relatively  low,  ap- 
pears to  be  stable,  and  business  investment  is  recovering  sharply. 

This  budget  proposed  for  fiscal  1995  ensures  that  meaningful, 
continuing  deficit  reduction  wiU  be  locked  into  the  process  now  and 
in  the  future.  But  I  must  say  that  deficit  reduction  is  not  an  end 
in  itself,  but  it  does  create  an  economic  climate  in  which  our  econ- 
omy can  grow  and  provide  all  Americans  a  better  standard  of  liv- 
ing. 

Thank  you  very  much,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you  very  much,  Mr.  Secretary. 

[The  prepared  statement  of  Secretary  Bentsen  follows:] 

PREPARED  STATEMENT  OF  LLOYD  BENTSEN,  SECRETARY  OF  THE 

TREASURY 

Chairman  Sasser,  Senator  Domenici,  members  of  the  committee: 

Last  February,  I  told  you  that  Americans  wanted  economic  change.  They  didn't 
want  business  as  usual.  We  faced  steadily  rising  budget  deficits,  a  stagnant  econ- 
omy, high  unemplo3mient,  and  falling  real  incomes.  We  have  changed  that. 

A  year  ago,  the  recovery  from  the  1990-1991  recession  was  still  fragile.  Now  it 
is  secure.  We  offered,  and  Congress  enacted,  a  credible  long-term  deficit  reduction 
program.  The  deficit  is  falling,  faster  than  we  expected  I  might  add.  Interest  rates 
are  down  substantially.  Inflation  is  in  check  and  shows  no  sign  of  resurgence.  Em- 
plo3Tnent  is  growing,  and  unemployment  is  falling.  Americans  now  have  more  con- 
fidence in  their  economic  future.  What  a  difference  a  year  makes. 

In  that  year  our  domestic  progress  also  has  enabled  us  to  reclaim  our  place  of 
leadership  in  the  global  economic  arena,  make  economic  poUcy  an  integral  part  of 
foreign  policy,  and  pursue  an  export-based  strategy  that  has  produced  both  NAFTA 
and  GATT. 

A  year  ago,  I  came  to  ask  for  deep  spending  cuts  and  a  large  revenue  package. 
This  year,  the  economy  is  recovering  and  the  Clinton  administration  is  aslcing  for 
not  a  penny  more  in  discretionary  spending.  In  fact,  we're  not  even  asking  for 
enough  to  just  cover  inflation,  we're  asking  for  less  discretionary  spending  than  last 
year. 

We  have  a  budget  that  cuts  government.  It  kills  at  least  115  programs  outright. 
Add  in  what's  being  reduced,  and  that  number  is  over  300.  More  than  50  programs 
are  frozen.  This  year,  with  this  budget,  we're  following  through  on  our  commitment 
to  cut  government  further,  reorient  its  priorities,  make  long-term  investments  in  our 
future,  and  achieve  smaller  and  smaller  deficits. 
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Before  we  look  at  what  we're  going  to  accomplish  with  the  fiscal  1995  budget,  we 
ought  to  look  at  what  the  economic  situation  was,  and  remind  ourselves  why  we 
have  to  keep  working  at  this. 

Our  deficit  reduction  effort  clearly  was  badly  needed.  Long-term  interest  rates 
were  abnormally  high  relative  to  short  term  rates,  and  consumer  confidence  was  ab- 
normally low. 

Our  fiscal  situation  deteriorated  badly  during  the  1980*8  and  into  the  early  1990's. 
Between  1980  and  1992,  the  budget  deficit  averaged  neeu-ly  $200  billion  a  year. 
We're  only  now  reversing  the  effects  of  that. 

As  my  charts  show,  the  numbers  are  staggering.  In  1980  the  Federal  debt  held 
by  the  public  was  less  than  27  percent  of  GDP.  By  the  time  President  Clinton  took 
office,  it  had  nearly  doubled,  to  about  52  percent.  We  had  to  arrest  this  trend. 

Beyond  that,  the  vast  majority  of  Americans  worked  harder  in  the  1980s  and 
gained  little.  The  lowest  income  group  actually  lost  ^ound.  We  had  become,  by 
some  measures,  a  more  unequal  society  than  at  any  time  since  the  Great  Depres- 
sion, as  you  can  see  from  the  first  charts . 

To  raise  revenues,  together  we  put  in  place  a  tax  rate  increase  that  affects  fewer 
than  2  percent  of  all  taxpayers,  tnose  wno  can  afford  to  pay  a  little  more.  Middle 
income  taxpayers  are  affected  only  by  the  gasoline  tax,  and  the  last  time  I  filled 
up  the  price — with  the  new  tax — was  actually  lower  than  what  prices  were  before 
we  added  the  tax.  Lower-income  workers  are  benefiting  enormously  from  the  ex- 
panded earned  income  tax  credit.  This  is  a  powerful  and  efficient  means  to  lift  the 
working  poor  out  of  poverty. 

Our  deficit  reduction  package  set  the  stage  for  a  m^or  improvement  in  the  econ- 
omy. We  now  have  in  place  the  essential  elements  for  sustained,  non-inflationary 
growth.  I've  got  a  chart2  that  shows  how  the  major  deficit  reduction  actions  of  last 
year  helped  interest  rates  fall. 

Let  me  tell  you  what  else  looks  better,  besides  lower  interest  rates  which  helps 
everyone  from  government  to  consumers.  The  stock  market  is  strong.  Furthermore, 
by  the  second  naif  of  1993,  businesses  began  the  kinds  of  investment  that  creates 
self-sustaining  growth.  If  you  look  at  this  next  charts ,  you  can  see  that  since  the 
Administration  took  office,  business  investment  in  equipment  has  grown  at  an  18 
percent  annual  rate.  Over  the  4-fulI  years  of  the  previous  Administration  it  aver- 
aged a  little  over  3  percent  annually.  What  also  has  happened  is  that  business  and 
consumer  confidence  improved  as  sales  picked  up,  orders  increased,  payrolls  ex- 
panded, and  incomes  rose. 

Beyond  that,  we've  turned  what  was  called  "jobless  recovery"  into  a  job-creating 
recovery.  The  American  job  machine  is  now  up  and  running. 

Job  growth  in  1993  doubled  that  of  1992.  Private-sector  jobs  grew  more  in  just 
1  year  than  in  the  entire  4  years  of  the  previous  Administration.  You  can  see  the 
difference  on  this  next  charts . 

Equally  important,  the  jobs  being  created  are  largely  good,  high-paying  jobs.  Much 
of  the  job  growth  has  been  concentrated  in  the  service  sector  in  relatively  high-skill, 
high-wage  areas  such  as  finance,  health  and  business  services.  A  study  by  the  Coun- 
cil of  Economic  Advisers  says  these  new  jobs  are  in  fields  that  pay  about  15  percent 
more  than  the  economy-wide  average. 

Another  ongoing  priority  of  the  Administration  is  to  reverse  our  shortfall  in  in- 
vestment. You  recall  the  debt  explosion  of  the  1980s.  It  came  with  a  marked  expan- 
sion of  consumption  spending  by  both  the  public  and  private  sectors.  It's  like  the 
story  of  the  grasshopper  and  the  ant.  We  fiddled  around,  had  a  good  time,  and 
didn't  put  anything  by  for  the  winter,  or — this  case — didn't  save  enough  to  invest 
in  the  tools  that  make  American  workers  more  productive.  Low  investment  meant 
sluggish  productivity  growth,  and  that  meant  stagnant  wages  and  incomes. 

What  you're  seeing  now  is  a  natural  correction  taking  place.  American  industry 
is  well  along  in  a  fundamental  restructuring.  It's  squeezed  out  the  fat  and  slimmed 
down.  As  I  mentioned  earlier,  business  is  investing  money  in  plant  and  equipment 
again. 

The  balance  sheets  of  our  businesses  are  far,  far  stronger  than  they  have  been 
in  recent  years.  Corporate  profits  were  up  12  percent  last  year,  even  afler  write- 
offs. Long-term  debt  is  replacing  short-term  debt.  Corporations  are  issuing  equity 
again  so  they  can  pay  down  debt.  And  debt  to  equity  ratios  on  a  market-value  basis 
are  now  at  tneir  lowest  point  in  20  years.  We're  also  not  seeing  as  much  in  the  way 
of  leveraged  buyouts.  Business  failures  are  declining.  Our  banking  system  has  re- 

1  See  p.  130. 

2  See  p.  132. 

3  See  p.  133. 
"Seep.  134. 


141 

capitalized.  These  are  all  very  positive  developments.  We're  becoming  competitive 
again. 

Most  investment  will  be  in  the  private  sector,  and  we're  encouraging  that  through 
lower  interest  rates  and  the  investment  incentives  enacted  in  our  economic  plan. 
But  the  Federal  Government  also  must  redirect  its  own  activity  toward  invest- 
ment— and  away  from  consumption.  A  serious  shortfall  has  developed  in  public  in- 
vestments. 

We  need  a  long-term  view.  We  can  have  the  world's  most  modem  plants,  but  if 
our  workforce  isn  t  well  educated  or  healthy,  we  fall  short  of  our  potential.  As  a  soci- 
ety we  must  invest,  in  our  infrastructure,  in  scientific  and  technological  knowledge, 
in  worker  skills  that  improve  productivity  and  create  jobs,  and  also  in  the  safe 
streets  and  neighborhoods  that  Americans  demand.  These  investments  clearly  are 
the  role  of  government,  and  they  demand  our  attention. 

Now,  let  me  tell  you  a  bit  about  this  year's  budget.  Like  last  year,  this  year  we 
have  sound,  credible  economic  assumptions. 

We  had  an  excellent  track  record  last  year  in  forecasting  growth.  Our  forecast 
closely  matched  the  private  forecast.  And  the  final  figure  for  the  four  quarters  came 
in  at  2.9  percent,  or  just  over  the  2.8  percent  figure  we  used  for  budgetmg. 

This  year  the  economy  appears  likely  to  move  along  a  path  of  moderate  growth. 
We  are  starting  with  the  background  of  a  surprisingly  strong  fourth  quarter  when 
real  growth  soared  to  5.9  percent.  We  expect  steady  growth  over  the  budget  period. 
In  1994,  we  expect  real  GDP  growth  to  average  3  percent,  and  then  taper  down  to 
about  2.5  percent  by  1999.  We  believe  unemployment  will  continue  to  decline  and 
reach  5.5  percent  by  1998.  And  we  believe  inflation  will  edge  up  very  gradually,  to 
3  percent,  by  the  end  of  the  period.  As  to  interest  rates,  we  expect  short-term  rates 
will  move  up  gradually  to  about  4.5  percent  by  1997,  and  long-term  rates  should 
remain  stable. 

While  we  have  reversed  many  of  the  dangerous  trends  of  the  past,  we  will  have 
hard  work  ahead  of  us.  This  budget,  with  its  tough  choices,  ensures  that  we  meet 
the  requirement  to  keep  deficits  declining.  The  discretionary  caps  reinforce  the 
President's  fiscal  responsibility.  This  budget  shifts  spending  from  consumption  to  in- 
vestment. And  by  passing  comprehensive  health  care  reform,  we  can  make  strong 
progress  in  restraining  the  fastest  growing  segment  of  the  overall  economy. 

'The  fiscal  year  1995  budget  proposes  an  increase  in  outlays  of  2.3  percent — that's 
less  than  inflation — and  a  7.4  percent  increase  in  revenues,  reducing  the  deficit  to 
$176  billion,  down  nearly  $60  oillion  from  fiscal  1994.  The  Office  of  Management 
and  Budget  projects  the  deficit  will  reach  a  low  of  $173  billion  in  fiscal  year  1996 
and  move  up  only  moderately  to  $201  billion  by  the  year  1999.  This  represents  sig- 
nificant improvement  from  previous  projections.  The  next  chart  we  have  shows  that 
the  deficit  as  a  percentage  of  GDP  would  be  more  than  cut  in  half  from  the  5.2  per- 
cent proiected  1  year  ago  under  the  pohcies  of  the  previous  Administration  to  2.5 
percent  by  1995  and  to  2.3  percent  for  the  rest  of  the  decade.  If  the  President's 
health  care  reform  plan  is  enacted  projected  deficits  will  be  even  lower. 

I  have  another  charts  that  gives  another  perspective  to  what  we're  doing.  It 
shows  what  Federal  spending  was  as  a  percentage  of  GDP.  If  you  look  on  the  left 
side  vou  see  what  the  percentage  was  in  the  4  years  of  the  last  Administration.  It 
was  headed  up,  then  stayed  about  level.  Now,  look  on  the  right  side.  We've  gotten 
it  headed  down,  and  our  projections  show  the  percentage  falling  off  even  more. 

The  key  to  keeping  deficits  headed  down  is  to  control  spending.  "The  very  tight 
discretionary  spending  caps  are  essential  to  meeting  our  commitment.  Total  discre- 
tionary spending  will  decline,  from  $550.1  billion  in  fiscal  year  1994  to  $542.4  billion 
in  fiscal  year  1995.  This  is  an  absolute  decline.  If  we'd  let  it  keep  pace  with  infla- 
tion, this  year's  $550  billion  would  be  $565  billion.  It  is  clear  that  in  an  environment 
of  constrained  resources,  we  have  worked  hard  to  find  savings  that  will  not  hurt 
the  economy  or  the  delivery  of  public  services. 

This  is  a  tough  budget.  There's  a  lot  of  pain  in  it,  a  lot  of  blood  on  the  floor.  We 
propose  killing  at  least  115  programs,  some  which  would  be  nice  to  keep  but  we 
can  t  afford  any  more.  Others  just  aren't  needed  any  longer.  The  termination  range 
from  a  tree-planting  project,  to  heavy  duty  high-tech  hardware  the  the  Pentagon. 
Some  things  many  oi  us  have  traditionally  supported,  like  education  and  library 
programs,  are  going.  We  have  to  make  way  for  other  things.  The  story's  the  same 
m  the  programs  we  are  reducing — everything  from  rural  electric  and  telephone  loan 
subsidies  to  the  Apache  attack  helicopter.  Some  51  budget  accounts  are  frozen  at 
1994  levels,  with  no  increase  for  inflation. 

We're  also  saving  money  through  personnel  reductions  and  administrative  savings 
as  directed  by  the  President. 

6  See  p.  136. 
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At  Treasury,  we're  taking  some  hits,  too.  We're  cutting  back  over  3,500  jobs  and 
reducing  spending  in  five  areas,  some  of  it  I'm  proud  to  say  through  increased  effi- 
ciency. 

These  cuts  £ire  spread  throughout  the  government.  Many  offices  were  required  to 
cut  programs  in  one  area  to  finance  higher  priority  initiatives  in  another — such  as 
fighting  crime,  or  retraining  workers. 

It's  one  thing  to  have  an  economy  in  which  things  never  change,  but  when  produc- 
tion can  move  rapidly,  when  capital  moves  at  the  speed  of  light,  we  have  to  invest 
in  the  things  that  make  our  economy  able  to  flex  ana  adjust.  That's  why  this  budget 
is  not  solely  about  spending  cuts.  It  boosts  spending  in  areas  of  national  priority. 

The  President  is  committed  to  investing  in  physical  capital  and  in  people  to 
strengthen  the  economy,  increase  living  standards  and  create  jobs.  To  boost  invest- 
ment, we  are  recommending  modest  increases  in  fiscal  year  1995  for  a  number  of 
programs  that  are  particularly  important  to  sustain  economic  ^owth.  Over  the  past 
2  years,  these  programs  have  had  outlay  increases  of  $15.3  billion,  or  budget  autnor- 
ity  of  $23  billion.  We're  asking  for  additional  outlay  increases  of  $7.7  billion,  or 
$13.7  billion  in  budget  authority.  If  we  had  the  money,  we'd  like  to  devote  more  to 
these  programs,  but  the  reality  is  that  even  these  modest  increases  mean  stringent 
economies  elsewhere  in  the  budget. 

Major  new  initiatives  are  proposed  for  investments  in  people,  science  and  tech- 
nology, infi'astructure,  and  the  environment.  This  budget  proposes  new  initiatives 
to  provide  for  health  security,  personal  security  and  national  security.  Examples  in- 
clude a  total  of  $1.5  billion  tor  nelp  for  dislocated  workers;  $250  million  for  one-step 
career  shopping;  and  an  additional  $700  million  for  Head  Start;  and  additional  $1.4 
billion  in  technology  investments,  such  as  the  Vice  President's  Information  Highway 
Program;  and  a  total  of  $2.8  billion  for  crime  bill  initiatives  such  as  putting  another 
100,000  new  police  on  the  beat. 

In  my  own  department  we  are  continuing  our  efforts  to  modernize  the  IRS's  infor- 
mation systems  to  improve  targeting  and  compliance,  in  addition  to  customer  serv- 
ice. Also,  we  have  several  initiatives  in  the  Bureau  of  Alcohol,  Tobacco  and  Firesirms 
(ATF)  which  will  strengthen  its  ability  to  fight  crime. 

While  discretionary  spending  is  projected  to  stay  flat,  mandatory  spending  is  pro- 
jected to  increase  from  $730.4  billion  in  fiscal  year  1994  to  $762.9  billion  in  fiscal 
year  1995,  an  increase  of  4.4  percent,  in  the  absence  of  the  President's  health  re- 
form. 

That's  a  major  part  of  the  problem.  We've  already  taken  steps  to  address  the  issue 
of  entitlements  with  last  year's  social  security  tax  change.  It's  the  health  part  that's 
really  driving  things.  Across  our  economy  last  year,  health  care  costs  rose  more  than 
5  percent,  but  that's  still  twice  the  rate  of  inflation.  Medicare  in  1993  cost  us  more 
than  10  percent  more  than  it  did  in  1992.  For  medicaid,  it  was  nearly  12  percent. 
If  we  want  to  maintain  fiscal  responsibility  over  the  long  nui,  that's  what  we  must 
get  under  control  through  fundamental  health  care  reform. 

Our  projections  show  that  unless  we  get  this  under  control,  the  deficit  wiU  turn 
back  up.  With  health  care  reform,  it's  a  different  picture.  The  deficit  is  declining 
as  the  5-year  budget  window  ends.  By  1999,  we  project  that  the  deficit  will  be  only 
$181  billion  if  our  health  care  plan  is  enacted,  or  $20  billion  below  what  we  cal- 
culate it  would  be  without  heedth  care  reform.  These  figures  underscore  the  urgency 
of  passing  comprehensive  health  care  reform  this  year.  There  is  a  funding  crisis  if 
we  don't  get  this  under  control. 

Let  me  add  here  that  the  report  yesterday  fi*om  the  Congressional  Budget  Office 
proves  we  can  guarantee  all  Americans  private  health  insurance  coverage  by  the 
yeeir  2000,  and  at  the  same  time  reduce  what  we  spend  on  health  care  overall.  The 
CBO  report  confirms  that  over  the  long  run  we'll  be  able  to  lower  spending  for 
health  care— $30  billion  by  the  end  of  the  decade  and  $150  billion  by  the  year  2004. 
Last,  their  report  agrees  that  the  Administration's  approach  will  lead  to  overall  defi- 
cit reduction  in  the  long  term. 

Now  we  disagree  with  the  CBO  about  the  impact  of  health  care  reform  on  the 
short-term  deficit.  But  we  can  work  with  Congress  on  this.  We  worked  out  our  defi- 
cit projection  differences  last  year.  Finally,  we  disagree  that  employers'  premiums 
should  be  counted  as  being  part  of  the  budget.  These  are  private  transactions  be- 
tween employer,  individusds  and  insurers.  The  President  has  specifically  said  he 
wants  to  keep  our  private,  employer-based  system. 

Let  me  offer  a  few  more  words  on  revenues  overall.  We  expect  to  see  a  healthy 
7.4-percent  increase  in  receipts  because  of  improvements  in  the  economy  and  action 
taken  last  year. 

Also,  there  is  one  area  of  revenue  policy  that  we  can  work  on — collecting  the  taxes 
that  are  on  the  books  now.  When  we  spend  money  to  increase  tax  compliance,  it 
pays  us  back  several  times  over.  Therefore,  beginning  in  fiscal  1995,  the  Adminis- 
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tration  would  like  to  add  5,000  FTEs  for  additional  examinations  and  audits.  We 
would  like  to  work  with  Congress  on  a  bipartisan  basis  to  see  if  some  special  accom- 
modations might  be  provided  for  such  an  initiative  within  the  existing  Budget  En- 
forcement Act. 

Over  the  long  term,  the  IRS  will  be  executing  a  complete  reinvention  plan  based 
on  its  extensive  computer  modernization.  This  will  allow  the  IRS  to  target  compli- 
ance efforts  far  more  efficiently.  And  it  will  free  up  resources  that  can  be  transferred 
to  front-line  compliance  activities. 

Finally,  I  wanted  to  touch  briefly  on  a  number  of  major  policy  initiatives  we  con- 
template in  addition  to  health  care  reform.  All  of  these  will  be  deficit-neutral  in 
keeping  with  the  pay-as-you-go  requirements  of  the  budget  act. 

•  Welfare  reform  is  badly  needed  to  break  a  chain  of  dependency  which  destroys 
initiative. 

•  Workforce  security  will  unify  a  patchwork  of  existing  programs  and  assist  work- 
ers who  must  adjust  in  a  changing  economy. 

•  The  recent  successful  GATT  negotiations  will  open  foreign  markets  to  United 
States  producers  and  raise  the  Lmited  States  standard  of  living. 

These  initiatives,  together  with  the  proposed  investment  initiatives  and  a  respon- 
sible budget,  represent  the  President's  ongoing  commitment  to  create  an  environ- 
ment of  security  and  opportunity  for  every  American. 

Let  me  close  by  saying  that  together  we  have  made  enormous  progress  in  just  1 
year.  Lower  interest  rates  have  paid  big  dividends.  The  economy  is  moving  forward 
and  creating  jobs  at  a  much  more  satisfactory  rate.  Inflation  remains  relatively  low 
and  appears  to  be  stable.  Business  investment  is  recovering  shau-ply.  This  budget 
proposed  for  fiscal  year  1995  ensures  that  meaningful,  continuing  deficit  reduction 
will  be  locked  into  the  process — now  and  in  the  future.  Deficit  reduction  is  not  an 
end  in  itself.  It  creates  the  economic  climate  in  which  our  economy  can  grow  and 
Americans  will  see  their  optimism  rewarded  with  sustained  growth  in  their  stand- 
ard of  living. 

Chairman  Sasser.  We  will  turn  now  to  Dr.  Rivlin  for  any  com- 
ments she  might  have. 

STATEMENT  OF  ALICE  M.  RIVLIN,  DEPUTY  DIRECTOR,  OFFICE 
OF  MANAGEMENT  AND  BUDGET 

Dr.  Rivlin.  Thank  you,  Mr.  Chairman.  I  have  a  short  statement 
which  I  hope  you  will  put  in  the  record.  But  let  me  just  add  a  few 
words  to  the  Secretary's  very  comprehensive  presentation. 

I  am  delighted  to  be  here  again.  I  have  been  before  this  commit- 
tee many  times  talking  about  budgets.  This  is  the  toughest  budget 
that  I  remember.  It  is  tough  because  it  continues  on  the  path  that 
the  Congress  and  the  Administration  agreed  to  together  last  year. 
And  specifically,  it  is  tough  because  discretionary  spending  actually 
goes  down. 

Now,  that  means  very  hard  choices.  We  have  sat  around  tables 
in  the  executive  branch  making  these  hard  choices  over  the  last 
few  weeks,  and  it  was  not  a  lot  of  fun.  We  terminated  some  pro- 
grsuns  in  our  budget  proposal.  We  reduced  others.  We  pared  back 
a  lot  of  them  to  increases  that  were  less  than  inflation. 

We  are  working  very  hard  to  manage  the  government  better,  to 
downsize  in  an  intelUgent  way  and  to  try  to  do  the  things  in  the 
Federal  Government  that  Senator  Domenici  has  rightly  praised  the 
business  sector  for  doing.  But  we  are  not  just  cutting.  This  budget 
continues  the  shift  in  priorities  that  was  begun  last  year. 

It  continues  to  shift  from  defense  to  domestic  spending  without 
impgiiring  the  security  of  the  United  States  or  the  readiness  of  our 
forces.  It  continues  the  shift  from  consumption  and  lower  priority 
programs  to  investments  in  the  future. 

There  has  been  lots  of  discussion  about  what  investment  means. 
We  mean  programs  that  improve  productivity;  we  mean  technology; 
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we  mean  infrastructure;  we  mean  improving  skills.  We  especially 
mean  programs  that  improve  the  prospects  for  children,  low  income 
children  in  particular  through  programs  we  know  make  a  dif- 
ference such  as  the  WIC  Program,  Head  Start,  and  immunization. 
These  are  programs  that  will  make  things  better  in  the  future.  It 
is  a  very  future-oriented  budget,  both  with  respect  to  its  deficit  re- 
duction and  its  shift  in  priorities  toward  investment. 

Since  Secretary  Bentsen  and  I  testified  yesterday  on  the  House 
side,  we  have  both  had  a  chance  to  read  the  CBO  report.  I  read 
it  carefully  late  yesterday  afternoon,  and  I  find  it  quite  reassuring. 

We  disagree  on  a  number  of  points  with  the  CBO.  We  disagree 
that  premiums  paid  to  health  alliances  are  Federal  receipts,  al- 
though we  agree  with  them  very  strongly  that  all  of  the  health  ac- 
tivities of  the  reform  system  should  be  shown  in  the  budget  and  all 
together  in  one  place. 

The  activities  of  the  alliances  should  be  shown  in  the  budget  so 
that  everybody  can  see  them.  That  is  very  important.  We  do  not 
agree  that  premiums  paid  by  corporations  to  the  alliances  and  then 
to  providers  should  be  counted  as  receipts  of  the  government.  The 
government  does  not  receive  them. 

But  that  is  a  rather  technical  scoring  matter.  The  reassuring 
part  were  the  numbers,  as  the  Secretary  has  said.  The  Administra- 
tion is  committed  to  a  plan  that  does  several  things  at  once:  pro- 
vides comprehensive  health  benefits  for  everybody;  reduces  the  rate 
of  growth  of  health  spending  nationally;  and,  contributes  to  deficit 
reduction  by  cutting  the  rate  of  growth  of  Federal  health  spending, 
especially  medicare  and  medicaid. 

A  lot  of  people  have  said  you  cannot  do  all  of  those  things  at 
once.  The  CBO  says  we  can.  They  do  not  get  there  quite  as  quickly 
as  we  do,  and  they  have  slightly  different  nimibers,  but  they  have 
examined  our  plan  and  found  that  it  does  all  of  those  things  at 
once. 

We  do  not  understand  all  of  their  numbers.  We  find  some  of 
them  puzzling.  We  will  work  through  them  carefully  over  the  next 
few  weeks  and  we  will  review  both  our  numbers  and  our  plan.  But 
we  remain  committed  to  these  three  objectives.  And  with  the  help 
of  the  Congress,  we  will  craft  a  plan  that  does  all  of  those  things: 
that  covers  everybody  with  comprehensive  benefits;  that  slows  the 
rate  of  growth  of  health  spending;  and,  that  brings  the  deficit 
down,  and  brings  it  down  before  the  next  century. 

Thank  you. 

Chairman  Sasser.  Thank  you  very  much,  Dr.  Rivlin. 

[The  prepared  statement  of  Dr.  Rivlin  follows:] 

PREPARED  STATEMENT  OF  ALICE  M.  RIVLIN,  DEPUTY  DIRECTOR,  OFFICE 

OF  MANAGEMENT  AND  BUDGET 

Mr.  Chairman, 

I'm  delighted  to  be  back  before  the  Senate  Budget  Committee  and  to  join  Sec- 
retary Bentsen  in  explaining  the  Administration's  1995  budget.  It's  especially  grati- 
fying to  return  with  the  good  first  year  results  that  the  Secretary  has  reported — 
resmts  which  give  us  renewed  determination  to  work  closely  with  you  to  continue 
on  the  course  we  chose  together  last  Februeuy.  This  morning  I'd  like  briefly  to  add 
to  the  Secretarjr's  excellent  overview  by  stressing  two  critical  themes  we  believe  you 
should  bear  in  mind  as  we  begin  another  season  of  deUverine  results  for  the  Amer- 
ican people.  They  are,  first,  the  unprecented  fiscal  discipline  this  President  is  impos- 
ing on  our  pubhc  finances;  and,  second,  the  way  the  President  is  shifting  priorities 
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toward  high-return  investments  within  this  overall  framework  of  discipline  and  re- 
straint. 

FISCAL  DISCIPLINE 

As  a  longtime  budgeteer  who  has  been  before  this  panel  many  times,  let  me  not 
mince  words:  this  is  the  toughest  budget  any  President  has  ever  presented  to  you. 
For  too  long,  rhetorical  flourishes  and  smokescreens  have  substituted  for  the  hard 
budget  choices  needed  to  put  our  house  in  order.  But  this  year,  thanks  to  the  hard 
work  the  Administration  and  Congress  completed  together  last  year,  the  numbers 
truly  speak  for  themselves.  If  you  glance  at  the  handy,  one-page  "New  Direction 
Index"!  from  our  budget  that  I've  attached  to  my  testimony,  you'll  find  that  on 
every  measure  of  fiscal  discipline,  where  those  who  came  before  us  merely  talked, 
this  President — working  hana-in-hand  with  this  Congress — has  delivered: 

•  Overall  Federal  spending  will  grow  4.6  percent  yearly  ft"om  1994  to  1999,  sig- 
nificantly lower  tnan  the  6.3  percent  annual  growth  turned  in  by  our  prede- 
cessors over  12  years; 

•  Federal  spending  as  a  share  of  our  total  output  will  be  lower  under  President 
Clinton  than  under  Presidents  Reagan  and  Bush.  From  1981  to  1993,  Federal 
spending  averaged  23.1  percent  of  GDP.  But  because  of  the  fi'amework  of  this 
Administration  and  this  Congress,  under  President  Clinton,  fi-om  1994  to  1999, 
Federal  spending  will  average  just  21.6  percent  of  GDP — and  that  includes  the 
new  Federal  spending  for  headth  reform; 

•  Thanks  largely  to  the  leadership  shown  by  the  Budget  Committees  in  imposing 
the  stringent  caps  that  force  us  together  to  step  up  to  hard  choices,  discre- 
tionary spending  will  actually  decline  about  7.5  billion  dollars  in  this  1995 
budget.  It  will  take  an  unprecedented  12  percent  cut  in  real  terms  over  5  years. 
Even  looking  only  at  domestic  discretionary  spending,  the  President  is  propos- 
ing real  cuts,  adjusted  for  inflation,  of  over  1  percent  yearly.  Let  us  be  clear: 
the  close  cooperation  between  Congress  and  the  Administration  in  developing  a 
tough  5  year  blueprint  has  resulted  in  the  President  submitting  a  discretionary 
budget  tighter  than  any  ever  proposed  before; 

•  The  budget  eliminates  more  than  115  programs  and,  including  those  elimi- 
nations, cuts  more  than  300 — and  these  are  cuts  in  actual  dollars  spent; 

•  After  our  predecessors  added  44,000  bureaucrats  to  the  government  fi-om  1981 
to  1993,  tnis  President  cuts  252,000  employees  fi-om  the  Federal  pajrroll  by 
1999,  reducing  Federal  employment  below  2  million  for  the  first  time  since 
1966.  Yet  of  course  the  Administration's  plan  for  reforming  government  go  far 
beyond  simply  getting  leaner;  we're  in  the  midst  of  a  wholesale  revolution  to 
improve  the  way  government  works  under  the  tireless  inspiration  of  the  Vice 
President  and  his  National  Performance  Review.  Working  closely  with  the  Con- 
gress, and  with  our  agency  chief  operating  officers  through  the  Ptesident's  Man- 
agement Council,  we  expect  to  continue  our  long  march  toward  world-class 
standards  of  customer  service.  From  buying  things  smarter  to  making  tax  forms 
simpler,  we're  on  a  mission  to  restore  faith  in  government  and  make  it  worthy 
of  our  customers — the  American  people. 

These  numbers  speak  to  a  record  of  which  we  all  can  be  proud.  But  they  require 
that  we  recommit  ourselves  to  the  bold  course  we  charted  together  last  year.  Taken 
as  a  whole,  these  measures  tell  a  story  of  fiscal  discipline  that's  been  missing-in- 
action from  American  politics  for  too  long.  Remember  the  old  advertisements  that 
featured  actor  Robert  Young  from  Marcus  Welby,  when  he'd  say:  I'm  not  a  doctor, 
but  I  play  one  on  TV.  Well,  for  too  long  we've  had  F*residents  who  weren't  fiscal  con- 
servatives, but  who  played  one  on  TV!  Together  this  President  and  this  Congress 
have  shown  the  American  people  that  old  categories  and  labels  don't  make  much 
sense  anymore — it's  actions  that  count. 

Moreover,  I  should  add  that  the  President  has  delivered  this  tough  budget  while 
assuring  that  America's  armed  forces  remain  the  strongest  and  best  in  the  world. 
Since  this  is  an  area  where  political  rhetoric  often  outstrips  reality,  let  me  call  at- 
tention to  several  facts.  The  Pentagon  budget  under  President  Eisenhower  averaged 
$243  billion  in  1995  dollars;  under  Gerald  Ford  it  was  $249  billion;  and  under  Rich- 
ard Nixon,  $255.  President  Clinton  proposed  a  Pentagon  budget  of  $252  billion  this 
year.  With  the  cold  war  over,  is  it  not  reasonable  to  believe  we  can  continue  Ameri- 
ca's military  preeminence  with  spending  levels  as  high  as  those  chosen  by  these  her- 
alded Cold  Warriors? 

iSeep.  147. 
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The  result  of  the  fiscal  responsibility  this  committee  has  had  such  a  strong  hand 
in  forging  is  that  the  frightening  spiral  pf  debt  growing  faster  than  the  economy  has 
finally  been  brought  under  control.  Since  1981,  public  debt  as  a  share  of  GDP  has 
soared  from  26.5  percent  to  52.3  percent.  Under  the  President's  plan,  by  1999,  it 
drops  again  to  50.7  percent,  finally  getting  back  on  a  downward  course. 

Looking  at  these  new  directions,  one  can  only  exclaim  as  Secretary  Bentsen  did 
a  moment  ago:  What  a  difference  a  year  makes.  After  1  year  in  office  and  with  the 
President's  economic  plan  enacted,  the  results  are  pouring  in.  On  every  measure  of 
spending  and  fiscal  discipline  this  President  has  delivered.  By  cutting  hundreds  of 
programs,  freezing  spending,  bringing  the  deficit  down  40  percent  in  a  year  and 
slashing  a  quarter  million  Federal  employees,  Bill  Clinton  has  set  the  new  standard 
of  fiscal  responsibility.  The  rhetorical  games  won't  fool  the  American  people  any- 
more. When  it  comes  to  fiscal  discipline,  the  numbers  prove  that  Bill  Clinton  is  the 
real  McCoy. 

INVESTING  IN  THE  FUTURE 

We  must  all  remember  that  our  mutual  commitment  to  fiscal  discipline  and  deficit 
reduction  is  not  grounded  in  some  abstract  affinity  for  "root  canal"  or  hard  choices. 
It  reflects  the  need  to  invest  in  America's  future.  Sta3ring  the  course  on  deficit  reduc- 
tion is  a  crucial  component  of  this  plan  because  it  reduced  the  Federal  Government's 
drain  on  national  saving,  freeing  up  funds  for  productivity-enhancing  investments 
in  the  private  sector.  At  the  same  time,  however,  there  are  investments  in  our  col- 
lective future  that  only  government  can  make.  This  budget  assures  that  our  overall 
fiscal  restraints  still  leave  room  for  urgently  needed  public  investments  in  the  skill, 
technology,  and  common  infrastructure  that  are  essential  to  long-term  economic 
growth  and  rising  living  standards. 

As  you  review  the  budget  you  will  thus  see  a  continued  commitment  to  shift  prior- 
ities toward  programs  that  we  believe  pay  a  substantial  return  in  the  future.  Let 
me  highlight  nere  just  a  few: 

•  The  Administration's  budget  increases  Head  Start  45  percent  over  its  1993 
level,  meaning  that  an  additional  126,000  children  will  be  served; 

•  The  WIC  Program  is  increased  25  percent  over  1993,  so  that  it  will  serve  more 
than  a  milUon  more  women  and  children  than  it  did  2  years  ago; 

•  Targeted  investments  in  worker  skills  and  training  rise  close  to  30  percent, 
nearly  $1.5  billion,  over  1993  levels.  These  efforts  include  the  Administration's 
proposal  to  consolidate,  expand  and  improve  existing  programs  under  a  com- 
prehensive Workforce  Security  Program.  It  also  includes  our  school-to-work  ini- 
tiative to  help  get  better  jobs  for  non-college-bound  Americans; 

•  Infrastructure  spending — which  supports  future  growth  and  productivity  even 
as  it  creates  jobs  today — goes  up  $3  DiUion  over  1993  levels,  to  restore  highways 
and  bridges,  relieve  urban  congestion,  £ind  upgrade  our  airport  and  rail  systems; 

•  In  the  environmental  area,  priority  investments  are  increased  28  percent,  or 
more  than  $2  billion  over  1993,  to  clean  our  drinking  water,  protect  our  natural 
resources,  preserve  wetlands,  and  research  new  energy  alternatives; 

•  Research  and  development,  so  critical  for  our  future,  goes  up  $2.5  billion  or  4 
percent  over  last  year — a  particularly  impressive  investment  at  a  time  when 
overall  discretionary  spending  will  fall  12  percent  in  real  terms  over  5  years. 
Among  other  things,  these  investments  will  support  advances  in  high  perform- 
ance computing;  biomedical  research;  the  national  information  infrastructure 
the  Vice  President  has  championed  so  effectively;  and  countless  other  areas  that 
will  assure  American  technological  leadership,  and  the  jobs  that  come  with  it. 

These  investments  continue  the  President's  pledge  to  budget  not  simply  tough  but 
smart;  to  shift  priorities  so  that  Americans  are  equipped  with  the  skills,  technology 
and  infrastructure  to  deliver  more  jobs,  better  jobs,  and  better-paying  jobs  over  the 
long  haul.  We  look  forward  to  working  with  this  committee  and  with  your  colleagues 
on  the  Appropriations  Committee  to  make  room  for  these  critical  investments  for 
our  future. 

Before  closing,  and  in  the  context  of  this  tough  budget  we've  discussed  this  morn- 
ing, I'd  like  to  offer  a  brief  thought  on  the  Balanced  Budget  Amendment,  which  may 
soon  make  another  of  its  occasional  forays  onto  the  center  of  our  political  stage.  This 
budget  makes  real  progress  on  the  deficit  and  on  long-term  growth — it  keeps  us  on 
track  on  a  blueprint  laid  out  last  year  which  is  already  showing  dramatic  results 
for  our  economy,  for  our  people,  for  deficit  reduction,  and  for  our  collective  future. 
Those  of  us  who've  long  opposed  the  Balanced  Budget  Amendment  have  said  that 
what  we  needed  wasn't  a  gimmick  but  FVesidential  leadership;  that  we  didn't  need 
to  muck  up  the  Constitution — we  just  needed  to  roll  up  our  sleeves  and  "do  it".  Mr. 
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Chairman,  the  record  of  the  last  year  and  this  new  tough  budget  shows  that  we 
have  that  President — and  together  we  are  doing  it. 
Thank  you,  Mr.  Chairman. 
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Chairman  Sasser.  Mr.  Secretary,  I  do  not  do  a  lot  of  traveling, 
but  a  few  weeks  ago,  I  was  in  Cedifomia  and  was  part  of  a  meeting 
with  some  individuals  who  invest  Uterally  bilUons  of  dollars  of  pri- 
vate funds  around  the  world  at  the  place  where  they  believe  they 
can  get  the  best  return  for  their  clients. 

And  these  individuals  were  saying  that  it  is  time  to  bring  the 
money  home.  They  were  bringing  money  home  and  saying  that  the 
United  States  economy  was  providing  the  engine  now  for  the  best 
investment  now  and  for  the  long  term.  These  individuals  were  talk- 
ing in  terms  of  the  kind  of  sustained,  relatively  non-inflationary 
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economic  growth  that  we  had  seen  during  the  1950's  and  1960's 
here  in  the  United  States,  although  they  were  saying  that  you 
would  not  get  the  rate  of  growth  that  you  got,  particularly  in  the 
1950's,  because  the  economy  was  more  mature.  But  they  were  very 
bullish  and  speaking  in  terms  of  a  decade  of  sustained,  non-infla- 
tionary economic  growth  here  in  the  United  States  and  were  speak- 
ing in  terms  of  the  fundamentals  being  so  much  better  here  in  the 
United  States  than  in  Japan  or  Europe. 

Could  you  elaborate  on  that  a  moment  for  us  this  morning?  You 
touched  on  it  in  your  remarks,  but  in  what  way  are  the  fundamen- 
tals of  this  economy  so  much  better  and  why  would  these  experts 
be  looking  forward  to  a  decade  of  non-inflationary  economic 
growth? 

Secretary  Bentsen.  The  underl5dng  economic  conditions  are  the 
best  we  have  seen  in  many,  many  years  in  this  country.  You  look 
at  Europe  and  see  what  happened.  If  you  look  at  the  bringing  to- 
gether of  East  and  West  Germany,  that,  in  effect,  was  the  largest 
LBO  in  history,  and  you  saw  interest  rates  reflect  that.  And  those 
higher  interest  rates  spread  throughout  Europe,  and  that  inhibited 
the  return  of  growth  to  the  extent  that  we  would  have  liked  to  have 
seen  it.  And  that  is  going  to  take  quite  some  time  to  try  to  work 
out. 

In  turn,  you  do  not  have  the  flexibility  in  the  infrastructure 
there,  insofar  as  labor  and  management  are  concerned.  You  cannot 
make  the  adjustments  to  the  economy  that  we  can  in  this  country. 
What  you  have  seen  in  Japan  is  a  situation  where  you  have  had 
a  very  protectionist  market  which  is  protected  for  the  domestic 
businesses.  They  have  been  vaunted  as  the  premiere  management 
group,  but  that  now  shows  that  there  were  some  flaws. 

And  where  you  had,  for  example,  for  Japan,  a  30  percent  higher 
wage  scale  than  we  have  in  this  country,  yet  the  standard  of  living 
of  our  people  is  substantially  higher — I  mean,  the  standard  of  liv- 
ing here  is  substantially  above  theirs — and  that  again  is,  I  think, 
because  of  the  competitiveness  of  our  society  and  that  we  are  tak- 
ing on  the  world  insofar  as  competition  is  concerned.  That  is  a 
major  plus  that  we  have  had. 

So  what  I  am  saying  here,  too,  is  that  we  have  a  stable  poUtical 
situation — you  know,  we  have  our  bouts  back  and  forth.  Repub- 
licans and  Democrats — but  overall  we  are  working  together  for 
what  we  believe  to  be  the  overall  good  for  our  country.  And  I  will 
tell  you  something  else.  When  you  see  a  change  in  government 
here,  it  is  more  of  a  trend  than  it  is  a  total  dislocation,  as  you  have 
in  many  other  countries.  What  business  does  not  like  is  uncer- 
tainty. What  they  worry  about  is  instabiUty.  And  you  are  seeing  a 
stable  situation  here  with  inflation  under  control,  and  apparently 
going  to  be  under  control  for  some  time,  and  you  are  seeing  low  in- 
terest rates  which  helps  businesses  buy  the  kind  of  equipment  they 
need  to  further  increase  their  productivity. 

Chairman  Sasser.  With  regard  to  the  low  inflation  and  low  in- 
terest rates,  what  would  have  been  the  impact  on  inflation  and  in- 
terest rates,  in  your  judgement,  had  we  failed  to  pass  the  Presi- 
dent's economic  plan,  his  deficit  reduction  plan,  last  year? 

Secretary  Bentsen.  Well,  I  think  one  of  the  great  concerns  for 
investors  was  that  you  might  have  an  explosive  situation  on  infla- 
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tion  if  we  did  not  get  our  deficits  under  control.  And  people  talk 
about  cyclical  things  happening  in  business  and  industry,  but  I 
think  that  was  a  deterrent  to  that  kind  of  a  cycle  taking  the  place 
of  an  improvement  in  the  economy  because  of  the  concern  of  inves- 
tors. 

Chairman  Sasser.  One  final  question,  Mr.  Secretary,  then  I 
want  to  yield  to  my  colleagues.  Last  year,  as  we  were  debating  this 
economic  plan,  there  was  an  endless  barrage  of  accusations  about 
the  dire  consequences  that  would  result  if  the  plan  were  passed. 
And  one  of  the  accusations  was  that  it  was  going  to  raise 
everybody's,  or  a  large  percentage  of,  the  population's  income  taxes. 

Now,  in  July  of  1993,  a  poll  by  the  National  Broadcasting  Com- 
pany found  that  82  percent  of  the  respondents  believe  their  per- 
sonal income  taxes  were  going  to  be  raised  under  the  proposal  that 
had  been  offered  by  the  President.  Now,  you  are  the  chief  officer 
in  the  government  with  regard  to  the  Internal  Revenue  Service  and 
what  you  say  would  make  it  official.  I  might  ask  you  here,  for  the 
record,  what  percent  of  taxpayers  are  going  to  see  their  income 
taxes  go  up  and  what  percent  are  going  to  see  them  go  down,  and 
what  percent  will  see  no  chsmge  at  all  as  a  result  of  the  proposal 
passed  last  year? 

Secretary  Bentsen.  1.2  percent  will  actually  have  an  income  tax 
increase.  And  you  will  have  a  very  substantial  number — I  am  ad- 
vised that  20  million  will  have  a  tax  cut,  20  million  people. 

Chairman  Sasser.  Do  they  know  what  percent  that  would  be? 

Secretary  Bentsen.  I  do  not  have  the  percentage.  I  will  get  that 
for  the  record  for  you,  though. 

Chairman  Sasser.  All  right.  And  do  we  know  what  percent  will 
have  no  effect  at  all?  Do  they  have  that?  Do  you  have  that  with 
you? 

Secretary  Bentsen.  No;  I  know  most  of  the  people  will  have  no 
income  tax  increase  at  all.  They  will  have  a  gasoline  tax  increase, 
but  actually  the  cost  of  gasoline  is  even  lower  than  it  was  before 
the  tax  was  put  on  it. 

Chairman  Sasser.  If  you  could  furnish  those  numbers  for  the 
record,  that  would  be  helpful. 

Secretary  Bentsen.  I  will  be  delighted  to.  Good. 

[The  following  was  subsequently  submitted  for  the  record  by  Sec- 
retary Bentsen:] 

The  OBRA-93  increase  in  individual  income  tax  rates,  effective  in  1993,  will  in- 
crease taxes  on  1.4  million  returns  (1.2  percent  of  all  returns  filed).  The  increase 
in  the  exemption  amount  under  the  alternative  minimum  tax,  which  was  part  of  the 
rate  increases,  will  reduce  taxes  on  approximately  200,000  returns  (0.2  percent  of 
all  returns  filed).  The  increase  firom  50  percent  to  85  percent  of  social  security  bene- 
fits subject  to  tax  for  higher-income  recipients,  effective  in  1994,  will  increase  taxes 
on  an  additional  3.7  million  returns  (3.2  percent  of  all  returns  filed).  Extension  of 
the  Earned  Income  Tax  Credit  to  childless  workers  and  other  EITC  changes  effec- 
tive in  1994  will  increase  the  number  of  returns  receiving  the  EITC  to  19.6  million 
(16.7  percent  of  all  returns  filed).  Of  these  EITC  recipients,  1.8  million  (1.5  percent 
of  all  returns  filed)  will  have  a  reduction  in  the  EITC  because  for  these  filers  the 
repeal  of  the  young  child  and  health  insurance  supplemental  credits  will  more  than 
offset  other  changes  in  the  EITC.  The  remaining  17.8  million  EITC  recipients  (15.2 
percent  of  all  returns  filed)  will  receive  larger  EITC  benefits  in  1994  than  in  1993, 
although  some  of  those  recipients  would  have  received  somewhat  larger  benefit  in- 
creases under  pre-OBRA-93  law.  All  other  individual  income  tax  filers  (92.3  million 
returns,  or  78.7  percent  of  all  returns  filed)  will  be  unaffected  by  these  provisions, 
but  may  have  tax  increases  or  decreases  due  to  more  narrowly  focused  or  business- 
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related  provisions  in  OBRA-93,  such  as  the  changes  in  the  moving  expense  deduc- 
tion and  the  increase  in  the  section  179  expensing  Hmit  to  $17,500. 

Chairman  Sasser.  I  will  yield  now  to  Senator  Domenici. 

Senator  Domenici.  Mr.  Chairman,  since  it  is  taking  so  long  and 
some  of  our  members  have  been  here  a  long  time,  I  am  going  to 
start  by  first  yielding  to  Senator  Nickles. 

Senator  Nickles.  Senator  Domenici,  thank  you  very  much,  and 
Secretary  Bentsen  and  Dr.  Rivlin,  welcome  to  the  committee. 

I  would  like  to  make  a  few  opening  comments  in  response  to 
statements  that  have  been  made  by  Secretary  Bentsen  and  also  by 
Chairman  Sasser.  I  have  read  in  the  paper  statements  made  yes- 
terday and  statements  that  the  Secretary  made  today,  as  well  as 
the  Chairman,  about  our  economic  growth  and  that  it  is  all  attrib- 
utable to  the  President's  economic  package. 

I  think  the  facts  are  that  interest  rates  have  been  declining  for 
the  last  10  years.  In  1983,  Treasury  bills  were  8.63.  In  December 
of  1992,  they  were  3.25.  These  numbers  came  from  the  Department 
of  the  Treasury,  Secretary  Bentsen,  in  case  you  are  interested.  And 
I  noticed  they  have  declined  somewhat  since  then,  down  to  3.06, 
but  the  largest  appreciable  reduction  happened  in  the  last  10 
years,  before  this  Administration. 

It  is  also  a  fact  that  the  economy  in  the  fourth  quarter  of  1992 
grew  at  5.8  percent.  So  there  was  significant  economic  growth  prior 
to  this  Administration's  swearing  in.  I  just  make  mention  of  that 
and  I  do  not  want  to  spend  all  my  time  debating  it.  But  I  think 
it  is  important  to  know  that  maybe  the  economy  was  not  quite  as 
bad  as  some  people  were  alluding  to,  that  the  economy  was  making 
significant  turnaround. 

Also,  I  would  like  to  make  a  couple  of  comments  concerning  defi- 
cit reduction,  because  I  notice  this  Administration  is  now  taking 
great  credit  for  significant  reductions  in  deficit  projections  by  CBO. 
I  have  compared  the  CBO  baseline  projections  that  they  made  in 
January  of  1993  and  January  of  1994,  They  are  significantly  less, 
and  I  am  glad  that  they  are  less. 

Now,  look  at  1995.  The  deficit  estimate  is  $113  bilhon  less.  And 
some  people  are  saying:  Well,  that  is  because  of  the  deficit  reduc- 
tion package.  We  are  cutting  all  these  programs.  I  have  heard  Sec- 
retary Bentsen  and  others  talk  about  eliminating  115  programs  or 
more. 

In  1995,  this  chart  shows  that  total  spending  cuts  were  $5  bil- 
hon. That  does  not  count  for  the  emergency  supplemental  that  we 
are  going  to  pass  this  week  which  will  more  than  offset  those  cuts. 
So  there  will  not  be  any  spending  cuts  in  1995,  based  off  the  base- 
hne  that  CBO  used  in  1993  and  1994,  zero  spending  cuts. 

I  might  also  mention,  according  to  CBO,  there  were  no  spending 
cuts  in  1993,  and  no  spending  cuts  in  1994.  Actually,  spending  in- 
creased $4  biUion  for  both  of  those  2  years,  using,  again,  the  CBO 
baseline. 

In  the  President's  new  budget,  we  totaled  up  some  of  the  spend- 
ing increases.  The  Administration  calls  them  investments,  but  they 
total  $126  billion  in  new  spending  programs  above  the  baseUne 
over  the  next  few  years.  And  so  while  you  are  talking  about  termi- 
nating a  few  programs,  I  might  mention  that  President  Bush  pro- 
posed terminating  over  200  programs.  Congress,  did  not  go  along 
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with  those.  I  hope  that  Congress  will  be  more  receptive  to  some  of 
the  terminations  that  you  have  proposed. 

But  the  facts  are,  in  your  budget,  you  have  proposed  spending  in- 
creases of  $126  billion.  And  one  final  comment.  Secretary  Bentsen, 
I  compliment  you.  I  noticed  when  you  were  talking  about  the  tax 
increases,  you  kept  mentioning  income  tax  increases  only  affecting 
the  top  2  percent  or  less  of  income  tax  payers. 

I  do  not  think  that  is  correct  if  you  add  the  social  security  tax 
increases  that  were  part  of  the  budget  package.  I  happen  to  have 
a  father-in-law  who  fell  into  that  category,  and  I  know  he  is  not 
in  the  top  2  percent  of  income  tax  payers.  But  yet,  as  a  result  of 
the  social  security  tax  increases  in  the  package  last  year,  he  had 
a  significant  increase  in  his  income  tax,  not  to  mention  the  gasoline 
tax  and  not  to  mention,  too,  the  fact  that  some  of  the  user  fees  that 
were  in  the  package  last  year  are  just  now  going  into  effect.  I  urge 
you  to  have  a  town  meeting  around  one  of  your  lakes,  which  now 
has  user  fees  going  into  effect  to  swim  in  the  lake,  to  launch  a  boat 
in  the  lake.  Where  people  have  done  that  for  years  for  free,  now 
they  will  be  charged  money  for  access  to  the  lake  that  they  helped 
build.  And  I  think  you  might  find  that  people  have  some  additional 
thoughts  on  that. 

The  primary  issue  I  wanted  to  raise  was  this  idea  of  CBO  scoring 
the  President's  health  care  package.  I  think  President  Clinton  stat- 
ed, about  the  CBO  news, 

Well,  we  will  fix  that,  including  the  health  care  plan,  as  part  of  the  Federal  budg- 
et is  not  a  problem.  That  is  a  Washington  policy  wonk  deal.  No  serious  person  out 
in  the  real  world  would  be  troubled  by  it. 

Well,  Secretary  Bentsen,  I  am  troubled  by  it.  The  cost  estimated 
by  CBO  for  a  family  plan  under  the  President's  figures  was  $4,360 
per  family.  It  is  estimated  to  cost  $5,565  by  CBO;  that  is  a  $1,200 
increase.  That  is  more  than  $100  a  month  increase  for  a  family 
plan.  And  a  lot  of  us  are  really  concerned  about  the  cost  of  health 
care.  And  this  is  in  1994  alone,  and  it  is  estimated  to  escalate  sig- 
nificantly in  the  future. 

So  I  would  say  that  is  not  just  a  policy  wonk  issue.  When  you 
are  talking  about  mandating  a  tax  and  mandating  a  cost  on  every 
family  in  America  equal  to  $5,565,  I  think  that  is  a  very  significant 
problem. 

Secretary  Bentsen.  Mr.  Chairman,  if  I  might.  Let  me  state,  Sen- 
ator, I  was  very  careful  how  I  stated  it.  I  did  not  say  that  all  of 
this  was  attributable  to  the  Adniinistration's  package.  But  I  think 
a  great  deal  of  the  credit  is  attributable  to  the  Administration's 
package. 

Just  remember  the  situation  when  the  President  took  office, 
when  you  had  unemployment  rates  higher,  substantially  higher, 
when  you  had  job  creation  stagnant,  when  you  had  the  lowest  in- 
vestment rates  since  World  War  II.  That  was  the  situation.  And 
you  have  seen  a  dramatic  turnaround  on  that. 

Senator  NiCKLES.  Mr.  Secretary,  was  I  correct  when  I  said  the 
fourth  quarter  was  5.8 

Secretary  Bentsen.  Now,  I  did  not  interrupt  you.  Now,  if  you 
would  let  me,  answer  please.  And  then  when  you  talk  about  the  re- 
duction in  interest  rates  and  the  decline,  last  year's  decline  was 
significantly  greater  than  the  average  of  the  previous  4  years.  For 
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example,  the  30-year  Treasury  bond  fell  by  more  than  1  percentage 
point  last  year.  The  average  annual  decline  over  the  previous  4 
years  was  less  than  half  as  large.  The  10-year  Treasury  note  also 
fell  by  a  fall  percentage  point.  The  30-year  fixed  mortgage  rates 
were  also  down  last  year  by  more  than  one  point  to  25-year  lows, 
and  the  average  decline  in  earlier  years  was  much  less. 

Now,  I  would  like  for  you,  Alice,  to  be  heard. 

Dr.  RiVLlN.  Let  me  deal  with  the  question  on  health  care.  You 
are  quite  right  that  CBO  does  estimate  the  premiums  associated 
with  the  comprehensive  benefit  package  to  be  slightly  higher,  about 
15  percent  higher  on  the  average,  than  we  did. 

We  do  not  quite  understand  how  they  got  there,  and  we  want  to 
sit  down  and  talk  through  this  with  them.  We  think  it  may  have 
to  do  with  their  assumptions  about  how  much  uncompensated  care 
goes  into  the  pajrment,  not  so  much  to  the  pricing  of  the  actual 
package  itself.  But  we  have  got  to  work  that  through.  We  will  do 
that,  and  if  they  are  right,  we  will  change  ours. 

Either  way,  it  is  certainly  not  true.  Senator,  to  say  that  the  fact 
that  family  coverage  costs  of  $4,000  or  $5,000-— and  it  does  for  com- 
prehensive benefits — means  that  we  are  imposing  a  new  tax  of  that 
amount.  Most  people  already  have  that  coverage.  They  are  paying 
it  or  their  employer  is  paying  it,  more  likely,  on  their  behalf  to  an 
insurance  company  or  a  set  of  providers.  That  will  still  be  true 
under  our  plan. 

And  the  comprehensiveness  of  the  plan  requires  that  there  will 
be  additional  subsidies  to  make  it  affordable  for  all  companies  to 
provide  this  coverage.  But  it  does  not  mean  that  what  families  are 
now  paying,  or  their  employers  are  paying,  suddenly  becomes  a 
new  tax. 

Chairman  Sasser.  Thank  you.  I  think  your  time  has  expired. 
Senator. 

Senator  Johnston? 

Senator  Johnston.  Thank  you,  Mr.  Chairman. 

Secretary  Bentsen,  I  want  to  congratulate  you  and  this  Adminis- 
tration for  the  performance  of  the  economy.  I  do  believe  that  for  the 
reasons  you  have  stated  that  it  is  the  result  of  these  policies  in 
large  part,  not  exclusively,  but  in  large  part.  So,  hats  off  to  you. 

Second,  I  would  like  to  enlist  your  support  in  an  area  that  I 
think  bears  a  big  effect  on  the  economy,  and  that  is  regulation.  I 
passed  an  amendment  as  part  of  the  EPA  elevation  bill  to  have 
risk  assessment  as  part  of  any  rulemaking  by  EPA,  require  them 
to  state  the  cost,  identify  the  risk,  state  that  the  risk  is  justified 
and  that  it  is  based  upon  the  best  science.  But  we  insulated  them 
from  any  lawsuits,  passed  it  in  the  Senate  by  95-3,  got  to  the 
House  and  lo  and  behold,  it  became  a  very  bad  amendment  for 
some  reason  over  there.  And  the  Rules  Committee  was  not  going 
to  allow  them  to  offer  the  amendment,  and  the  House  rose  up  by 
a  margin  of  over  40  votes,  a  huge  number  of  Democrats,  and  beat 
the  rule,  beat  the  leadership,  which  they  do  not  usually  do,  which 
is  an  indication  that  Americans,  as  well  as  Members  of  Congress, 
want  risk  assessment. 

I  do  not  ask  for  a  response.  I  know  Dr.  Rivlin  is  familiar  with 
it  and  we  have  had  good  and  constructive  talks,  and  I  hope  you  will 
lend  your  seasoned  political  judgment,  as  well  as  your  help,  in  that. 
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Secretary  Bentsen.  Senator  Johnston,  I  agree  vsdth  you.  And 
what  you  have  seen  us  working  on,  on  Superfund,  and  trying  to 
move  out  from  joint  and  several  liabihty,  trying  to  cut  back  on  liti- 
gation costs,  is  along  the  line  of  what  you  are  talking  about. 

Senator  JOHNSTON.  Glad  to  hear  that.  I  figured  you  would  see  it 
that  way.  Now,  finally,  I  am  anxious,  as  most  Americans  are,  to 
vote  for  health  care  because  as  your  charts  show,  that  is  the  key 
to  future  performance.  But  I  want  to  tell  you  my  misgivings  and 
the  misgivings  of  a  lot  of  people  like  me.  I  have  been  around  here 
a  long  time,  and  every  program  that  projects  savings,  we  always 
see  those  savings  turn  out  to  be  less  than  projected.  Every  pro- 
gram, new  program  that  projects  costs,  we  always  see  the  costs 
more  than  are  projected. 

And  my  fear  is  that  the  American  public  wants  a  gold-plated  pro- 
gram covering  everj^hing  including  drugs,  health  care,  premature 
retirement,  and  all  the  rest.  They  do  not  want  to  pay  anjrthing 
more  for  it.  They  want  to  have  complete  choice.  They  want  to  have 
no  price  controls.  They  want  it  all,  and  I  am  afraid  that  the 
adminstration  is  going  to  give  them  what  they  are  asking  for  and 
in  the  process,  that  we,  America,  cannot  pay  for  it.  And  we  will  be 
back  in  here  a  few  years  from  now  either  enacting  a  new  tax  or 
being  asked  to  enact  a  new  tax,  or  being  asked  to  cut  benefits,  nei- 
ther one  of  which  is  very  good. 

Now,  I  give  that  to  you  as  my  concern  because  I  think  it  is  a  con- 
cern of  many  Members  of  Congress,  and  I  do  not  think  we  can  do 
simply  that  which  is  popular.  I  think  the  adminstration  has  got  to 
be  a  little  tougher  than  what  I  can  see  so  far. 

Secretary  Bentsen.  Well,  I  must  say  that  I  was  encouraged  by 
Dr.  Reischauer's  comment  about  the  benefits  in  the  Administra- 
tion's plan  being  slightly  above  average  for  those  people  who  have 
insurance.  And  I  want  to  give  you  one  assurance  here. 

I  think  this  adminstration  has  leaned  over  backwards  to  be 
truthful  and  conservative  and  serious  about  its  obligation  to  be  fis- 
cally responsible.  Nothing  has  changed.  This  President  will  not  ap- 
prove a  proposal  that  is  not  fully  paid  for  now  and  in  the  future. 
Moreover,  we  view  health  reform  as  a  prerequisite  to  deficit  reduc- 
tion, and  will  work  with  this  Congress  to  ensure  that  the  final 
health  program  achieves  universal  coverage  and  reduces  the  deficit. 

Senator  Johnston.  Well,  just  keep  in  mind,  if  you  will,  that 
there  £U"e  a  number  of  us  who  are  searching  for  the  answer  to  this, 
and  that  is  my  main  concern  and  I  think  a  few  others  have  prin- 
cipal concern,  as  well. 

Secretary  Bentsen.  Senator,  you  and  I  have  both  been  here  quite 
awhile,  £ind  I  must  say  I  never  saw  a  major  piece  of  legislation 
come  to  the  Congress  that  did  not  get  massaged. 

Chairman  Sasser.  Thank  you.  Senator  Johnston. 

Senator  Gregg? 

Senator  Gregg.  Thank  you.  Mr.  Secretary,  following  up  on  this 
issue  of  accuracy  and,  I  guess,  you  described  as  truthful  and  con- 
servative approach  to  the  numbers  in  the  health  care  issue,  I  guess 
I  would  Uke  you  to  run  through  for  me  why  you  feel  that  CBO's 
decision  that  this  represented  the  exercise  of  sovereign  power,  the 
proposal  on  health  care,  and  therefore  should  be  an  on-budget 
event,  is  inappropriate. 
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At  one  point,  the  President,  in  his  State  of  the  Union  just  after 
his  initial  swearing-in  to  the  office,  said  that  CBO  would  be  the 
independent  scorer  that  we  as  a  government  would  use.  Yesterday, 
he  changed  his  view  of  CBO,  I  guess,  and  called  them  a  bunch  of 
policy  wonks  who  are  irrelevant  to  people  outside  the  beltway. 

I  still  happen  to  think  that  his  initial  evaluation  that  they  are 
the  independent  source  that  should  be  used  for  the  basis  of  num- 
bers so  we  are  all  reading  off  the  same  script  was  an  appropriate 
one.  And  I  guess  I  would  like  to  hear  your  assessment  of  why  the 
Administration  feels  we  should  not  all  be  singing  from  the  same 
song  sheet  here  on  the  basic  numbers  as  CBO  has  proposed  by  put- 
ting it  on  budget. 

Secretary  Bentsen.  I  want  time  to  confer  with  my  colleague 
here,  who  is  much  more  versed  in  the  mechanics  of  the  budget  than 
I  am. 

But  let  me  state,  thinking  more  as  a  lay  person,  I  look  at  a  situa- 
tion here  where  the  President  is  working  to  build  on  the  system  we 
now  have,  with  part  of  the  premiums  being  paid  by  the  employer 
and  the  employee  paying  part  of  it.  I  look  at  a  situation  where 
States  require  that  you  carry  automobile  insurance,  but  they  do  not 
put  it  on  their  budget.  It  is  not  a  part  of  their  budgets.  And  I  think 
this  is  more  related  to  that. 

I  have  been  through  this  situation  in  tr)dng  to  determine  this  in 
the  past  time  and  time  again.  Sometimes  the  line  gets  pretty  thin, 
but  I  come  down  on  the  side  that  it  does  not  have  to  be  on-budget. 

Senator  GREGG.  I  guess  my  question  was  why  reject  CBO  as  the 
independent  scorekeeper  versus  the  substance  of  their  decision.  I 
am  wondering  why  you  have  decided  to  reject  CBO's  independent 
score. 

Senator  Bentsen.  I  do  not  think,  in  effect,  we  have  to  give  them 
carte  blanche,  total,  overall. 

Dr.  RiVLlN.  Yes,  I  think  that  is  the  point.  They  are  the  independ- 
ent scorekeeper  of  the  Congress.  That  does  not  mean  we  have  to 
agree  with  them  every  time. 

This  issue  about  when  something  becomes  an  on-budget  item  for 
the  Federal  Grovemment  is  a  very  interesting  philosophical  one. 
The  Government  uses  its  sovereign  power  in  many  different  ways. 
For  example,  we  use  the  sovereign  power  to  compel  people  to  pay 
minimum  wages  and  to  do  all  kinds  of  other  things  that  require  ex- 
penditures that  we  do  not  think  of  as  taxes. 

Now  when  does  such  a  payment  become  a  receipt?  It  is  a  very 
fine  line,  and  I  think  we  can  have  a  good  discussion  of  this.  I  do 
not  think  it  is  very  important.  What  is  important  is  what  do  you 
do  about  health  care  reform.  Is  it  a  good  idea  to  mandate  compa- 
nies to  pay  for  the  health  insurance  of  their  employees,  or  isn't  it? 
We  think  it  is.  It  does  not  matter  much  what  you  call  it.  It  has  got 
to  be  seen  in  the  budget  and  it  has  got  to  be  debated  on  its  mer- 
its— whether  it  is  as  good  idea  or  not. 

Senator  Gregg.  Well,  let  me  explain  to  you  why  I  think  it  is  im- 
portant, because  I  think  it  is  more  than  semantics  and  it  is  more 
than  budgeteering.  It  is  the  fundamental  issue  of  how  you  ap- 
proach the  question  of  health  care  reform. 

If  it  is  a  receipt  and  the  only  receipts  the  Federal  Government 
can  have  are  taxes  and  fees  and,  of  course,  occasionally  people  give 
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us  things  in  their  wills,  but  that  is  not  an  item  in  our  budget  proc- 
ess. So  if  it  is  defined  as  a  receipt,  it  is  a  tax. 

I  look  at  the  Constitution,  I  read  Article  I,  Section  8,  Clause  1 
of  the  Constitution,  and  it  essentially  empowers  us  to  assess  taxes, 
but  to  do  so  in  a  way  that  is  uniform  from  States  and  regions.  And 
this  tax  is  going  to  be  significantly  adjusted  by  regions,  for  regional 
reasons  and,  therefore,  it  may  be  unconstitutional  on  its  face.  That 
is  one  reason  it  is  important.  That  is  a  technical  reason  why  it  is 
important,  because  it  is  a  constitutional  reason  why  it  is  important, 
as  to  whether  it  is  a  receipt  or  not. 

Second,  I  think  the  people  outside  the  beltway,  who  may  or  may 
not  view  CBO  as  a  policy  wonk  organization,  want  to  know  wheth- 
er they  are  paying  a  tax  or  they  are  paying  a  premium.  There  is 
virtually  no  relationship  between  what  you  receive  as  a  benefit 
under  this  proposal  and  what  you  pay.  You  can  pay  3.5  percent  of 
payroll  and  get  the  same  benefits  package,  or  you  can  pay  7.9  per- 
cent of  payroll  and  get  the  same  benefits  package.  Therefore,  it  is 
not  a  premium.  It  is  a  tax. 

I  think  that  is  a  major  element  of  the  debate,  are  you  paying  a 
premium  or  are  you  paying  a  tax.  That  is  why  it  is  more  sub- 
stantive, first,  because  there  is  a  constitutional  issue,  but,  second, 
because  there  is  the  issue  of  is  this  a  premium  or  is  it  a  tax.  And 
I  think  CBO  has  called  it  a  receipt,  being  politic,  but,  as  a  practical 
matter,  a  receipt  of  the  Federal  Government  is  a  tax.  So  that  is  my 
concern. 

Secretary  Bentsen.  Let  me  touch  on  a  couple  things.  Let  me  get 
into  this  just  a  bit.  Let  me  state  that  just  because  it  is  a  mis- 
cellaneous receipt,  that  sure  does  not  mean  it  is  a  tax,  and  CBO 
sure  did  not  say  if  was  a  tax. 

Let  me  give  you  some  other  examples.  The  deposit  earnings  of 
the  Federal  Reserve  System,  surely  you  do  not  think  that  is  a  tax. 
Gifts  and  contributions  to  the  Federal  Government,  those  certainly 
is  not  taxes.  Fines,  penalties  and  forfeitures,  those  are  certainly  not 
taxes.  And  I  think  the  CBO,  in  effect,  found  this  was  not  a  tax. 

Dr.  RrvLlN.  Could  I  just  add  that  you  raise  some  very  interesting 
policy  questions  and  fairness  questions;  is  it  a  good  idea  to  have 
a  mandated  premium  in  which,  in  fact,  some  people  pay  less  for  the 
same  benefits — because  they  have  low  incomes — than  they  would 
pay  if  they  had  higher  income.  That  is  a  fairness  question.  It  is  a 
policy  question.  It  is  one  that  ought  to  be  debated,  but  it  does  not 
have  much  to  do  with  whether  you  call  this  payment  a  premium 
or  a  receipt. 

Senator  Gregg.  Yes,  it  does. 

Just  to  respond  quickly  to  the  Secretary's  comments  on  his  three 
items,  we  are  talking  of  a  $1.4  trillion  item  here.  It  is  a  lot  dif- 
ferent than  the  question  of  a  gift,  and  I  think  I  tried  to  exclude 
that  in  my  statement  of  this  assessment.  As  a  receipt,  this  becomes 
definable  as  a  tax.  I  beUeve  there  can  be  no  question  about  that 
under  the  structure  of  the  way  our  Federal  system  works. 

Chairman  Sasser.  Senator  Lott? 

Senator  Lott.  Thank  you,  Mr.  Chairman. 

Welcome,  Mr.  Secretary.  Dr.  Rivlin,  it  is  good  to  see  you  again. 

I  am  not  going  to  make  a  long  statement.  I  would  like  to  ask  you 
a  series  of  questions  in  our  Umited  time.  Mr.  Secretary,  is  it  not 
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a  fact  that  Federal  spending  goes  up  every  year  over  the  next  5  or 
6  years  in  the  President's  budget? 

Secretary  Bentsen.  Senator  Lott,  let  me  state  what  we  are  talk- 
ing about  is  reducing  that  trend  line.  You  are  absolutely  right 
about  it  going  up,  but  we  are  looking  at  what  it  would  be  if  we  had 
not  set  this  in  motion. 

Senator  Lott.  But  Federal  spending  goes  up  every  year  over  the 
previous  year  over  the  next  5  or  6  years,  is  that  correct? 

Secretary  Bentsen.  I  told  you,  Senator,  that  it  does.  It  is  a  ques- 
tion of  what  it  would  have  been,  had  we  not  put  this  into  effect. 
It  would  have  been  much  higher  and  the  deficit  would  have  been 
much  higher. 

Senator  LoTT.  On  the  question  of  the  deficit,  the  reason  why  it 
has  been  reduced  in  its  simplest  terms,  I  think  you  would  agree, 
is  the  argument  that  there  has  been  economic  growth.  This  is  posi- 
tive, obviously,  and  that  has  had  an  impact  on  reducing  that  defi- 
cit. The  other  real  factor  is  that  t£ixes  that  were  raised  last  year. 
Maybe  you  could  say,  well,  we  cut  the  rate  of  growth  of  spending, 
but,  in  fact,  spending  continues  to  go  up. 

Secretary  Bentsen.  I  have  to  look  at  what  it  would  have  been 
if  we  had  not  done  what  we  did  and  that  is  why  you  have  seen  the 
deficit  as  a  percentage  of  the  GDP  virtually  halved. 

Senator  Lott.  Is  it  not  a  fact  that,  over  the  next  6  years,  unless 
we  do  more  in  terms  of  spending  cuts  or  tax  increases  or  astronom- 
ical growth,  that,  based  on  your  own  projections  from  0MB,  we 
would  have  a  $1,954  trillion  increase  in  the  National  debt? 

Secretary  Bentsen.  You  will  have  an  increase  in  the  National 
debt,  as  I  have  stated  to  you  now  repeatedly,  but  we  are  talking 
about  what  it  would  have  been  if  we  had  not  done  this,  and  we  are 
talking  about  what  percentage  that  deficit  is  compared  to  the  GDP, 
and  we  are  talking  about  a  reaction  of  the  bond  markets  to  it  and 
the  reduction  in  interest  rates,  which  is  helping  us  in  the  creation 
of  jobs  and  moving  this  economy  ahead. 

Senator  Lott.  I  think  clearly  the  answer  is,  unless  we  do  more 
in  terms  of  spending  cuts,  based  on  the  President's  own  projections, 
there  would  be  a  $1.9  trillion  addition  to  the  debt. 

Now  on  this  figure  that  you  all  keep  referring  to  about  the  high- 
est 1.2  percent  of  Americems  paying  higher  taxes,  I  believe  you  said 
in  your 

Secretary  Bentsen.  I  said  income  tax. 

Senator  LOTT.  Income  tax,  and  that  is  my  point.  That  does  not 
include  the  gasoline  tax,  and  I  think  you  have  acknowledged  that. 
It  does  not  include  the  social  security  tax  increase,  and  I  think  you 
even  acknowledged  that  in  your  comments.  And  I  think  it  should 
be  noted  that  the  social  security  tax  increase  benefits  will  go  not 
into  the  Social  Security  Trust  Fund,  but  over  into  the  Medicare 
Fund. 

Also,  is  it  not  a  fact  that  a  little  noticed  part  of  the  tax  increase 
last  year  part  of  the  budget  was  a  significant  and 

Secretary  BENTSEN.  Let  me  interrupt,  if  I  might,  to  say  that  the 
Medicare  Trust  Fund  needs  that  money.  In  turn,  it  is  the  same 

Senator  Lott.  I  know  it  does,  but  the  social  security  people  prob- 
ably do  not  feel 
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Secretary  Bentsen  [continuing].  And  it  is  the  same  folks,  we  are 
talking  about  the  same  folks. 

Senator  LOTT.  Also,  one  increase  last  year  was  in  the  tax  on  bo- 
nuses. Now,  if  you  are  the  manager  of  a  local  Dominos  store  mak- 
ing $35,000,  you  probably  do  not  think  you  are  in  the  top  1.2  per- 
cent of  income  in  America.  Yet,  the  withholding  on  your  bonus  has 
gone  up  to  28  percent.  When  you  add  to  that  the  State  and  local 
tax,  FICA  and  other  taxes,  this  local  store  manager  sees  45  percent 
of  his  or  her  check  being  taken  in  taxes  on  their  bonus,  and  that 
is  basically  what  they  really  live  on. 

So  you  are  seeing  now  that  people  in  that  income  area  are  hav- 
ing their  overall  income  cut  in  some  instances  by  $900  a  month. 
Now  they  do  not  think  this  tax  increase  last  year  just  affects  the 
top  1.2  percent.  It  affects  them,  young  men  and  women  trying  to 
live  on  a  relatively  small  income.  So  would  that  tax  on  the  bonus 
be  included  in  your  1.2  percent  higher  income  tax,  or  do  you 
differentiate 

Secretary  Bentsen.  I  do  not  differentiate  on  that.  But  those  peo- 
ple are  also  looking  at  an  increase  in  jobs.  Those  people  are  looking 
at  often  several  hundred  dollars  a  month  savings  on  their  mort- 
gage, if  they  have  refinanced  it.  Someone  asked  me  the  other 
day 

Senator  Lott.  Most  of  them  do  not  have  mortgages,  Mr.  Sec- 
retary. They  are  young  men  and  women  of  less  than  26  years  of 
age. 

Secretary  Bentsen.  A  lot  of  them  own  homes.  You  have  several 
million  that  own  homes.  Someone  asked  me  the  other  day  whether 
long-term  interest  rates  were  going  up  or  not,  and  I  answered,  be- 
cause I  knew  I  am  not  supposed  to  affect  that  market,  I  said  all 
I  can  tell  you  is  I  took  an  AEM,  as  I  refinanced  my  mortgage. 

Senator  Lott.  Is  there  a  provision  in  the  Clinton  health  plan 
that  would  permit  drawing  on  the  Treasury  for  assistance  in  the 
event  of  a  funding  shortfall? 

Secretary  Bentsen.  Yes,  that  is  correct. 

Senator  Lott.  And  that  is  considered  off-budget? 

Senator  Domenici.  What  was  the  question? 

Senator  Lott.  That  there  is  a  provision  in  the  Clinton  health 
plan  that  would  permit  drawing  on  the  Treasury  for  assistance  in 
the  event  of  a  funding  shortfall.  The  answer  is  yes — it  is  in  there, 
and  yet  it  is  considered  off-budget.  I  clearly  would  think  that  would 
differentiate  the  health  plan  from  mandates  such  as  minimum 
wage  and  ADA  requirements  and  so  forth. 

Would  you  like  to  respond  to  that? 

Secretary  Bentsen.  I  would  like  to  respond  in  writing,  if  I  could, 
Senator. 

Senator  Lott.  I  do  think  this  is  an  area,  one  specific  little  area 
where  there  is  major  concern,  and  maybe  you  would  differentiate 
on  this  as  opposed  to  even  some  of  the  rest  of  it.  But  I  would  like 
to  have  your  response,  if  I  could. 

Secretary  Bentsen.  I  would  be  happy  to. 

[The  following  was  subsequently  submitted  for  the  record  by  Sec- 
retary Bentsen:] 

Drawing  on  the  Treasuiy  for  assistance  in  the  event  of  a  funding  shortfall  is  in- 
cluded in  the  Administration's  plan  as  agency  borrowing  authority  from  Treasury. 
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This  is  a  form  of  Congressionally  approved  budget  authority  with  dollar  limitations. 
Outlays  funded  by  such  authority  will  be  on-budget. 

Senator  Lott.  You  obviously  have  been  very  involved  in  the 
GATT  negotiations,  eind  I  see  that  the  necessary  offsets  to  pay  for 
GATT  are  not  included  in  the  President's  budget.  I  mean  there  are 
going  to  be  some 

Secretary  Bentsen.  That  is  right. 

Senator  LOTT.  It  is  not  included.  So  when  are  we  going  to  get 
that  proposal  and  how  are  you  going  to  pay  for  that? 

Secretary  Bentsen.  The  problem  you  have  got  there,  as  you  well 
know,  is  we  believe  that  GATT  is  going  to  help  encourage  growth 
in  income  and  trading  with  this  country,  £ind  we  do  not  get  any 
credit  for  that  one,  and  so  we  are  going  to  have  to  come  up  with 
some  pay-fors,  and  that  is  one  we  are  going  to  work  out  with  you 
folks  in  the  Congress  and  make  that  determination. 

Senator  Lott.  So  offsets  are  not  in  there,  but  you  intend  to  try 
to  identify  what  might  be  needed  and  perhaps  ask  for  that  later 
on? 

Secretary  BENTSEN.  In  working  with  the  Congress,  we  will  work 
it  out. 

Chairman  Sasser.  Senator  Lott,  your  time  has  expired. 

Senator  LOTT.  Could  I  just  ask  one  more  question? 

Chairman  Sasser.  One  more. 

Senator  Lott.  I  know  from  your  years  in  the  Senate,  you  have 
always  been  concerned  about  the  savings  rate  in  this  country.  It 
has  never  been  what  it  should  have  been,  and,  in  fact,  it  is  now 
falling.  Are  you  not  concerned  about  that?  Are  you  not  concerned 
that  we  are  not  providing  any  incentives  in  that  area?  There  is  no 
middle  income  family  incentive  for  savings,  and  we  did  not  do  what 
we  should  have  done  last  year  probably  on  IRA's.  I  know  you  have 
always  been  a  supporter  of  that.  This  is  an  area  where  we  are 
going  to  have  a  major  problem  down  the  road.  What  are  we  going 
to  do  to  help  de£d  with  that  savings  decline? 

Secretary  Bentsen.  Senator,  I  am  concerned  about  that.  We  at- 
tacked first  where  we  thought  we  could  make  dramatic  savings  for 
the  government  overall,  to  help  us  in  that  regard.  I  have  long  fa- 
vored incentives  for  individual  savings.  What  you  are  seeing  is  a 
traditional  thing  that  happens.  As  an  economy  begins  to  recover, 
you  see  a  lowering  of  the  savings  rate,  at  least  temporarily,  and  we 
would  hope  that  will  improve.  Now  I  think  it  is  down  around  4  per- 
cent, if  I  recall,  which  is  a  drop  for  us. 

Senator  Lott.  It  is  what? 

Secretary  Bentsen.  It  was  about  3.8,  I  believe  in  the  third  quar- 
ter. 

Dr.  RiVLlN.  The  good  news  is  that  consumers  are  confident  again 
and  they  are  spending  again. 

Senator  Lott.  Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Senator  Lott. 

Senator  SiMON  HAS  ARRIVED.  Do  you  have  any  questions? 

Senator  SiMON.  Let  me  pass  at  this  point  and  find  out  from  my 
stEiff.  I  apologize  to  both  Secretary  Bentsen  and  Dr.  RivUn.  We  had 
a  Foreign  Relations  business  meeting  with  a  controversy  or  two, 
and  so  I  have  been  back  and  forth.  I  will  let  someone  else  ask  their 
questions  first,  and  then  I  will  get  back  to  you. 
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Senator  Domenici.  Mr.  Chairman,  by  way  of  clarification  on  our 
side,  I  have  been  yielding  to  the  Members  on  my  side.  I  have  not 
asked  any  questions  yet  and  I  am  going  to  wait  until  my  Repub- 
licans on  this  side  are  finished;  then  I  will  have  a  number  of  ques- 
tions. 

Senator  Brown,  you  are  probably  next,  but  our  friend  Senator 
Grassley  can  only  be  here  until  quarter  of  the  hour.  Are  you  under 
similar  constraints?  If  you  are,  then  it  is  your  turn. 

Senator  Brown.  I  have  an  amendment  up  on  the  floor  that  I 
would  like  to  go  to,  and  if  it  is  possible,  I  will  try  and  do  mine  very 
quickly  and  briefly,  if  I  may. 

Senator  Domenici.  I  think  we  have  to  go  with  Senator  Brown. 
Senator  Grassley,  I  am  sorry  about  that. 

Chairman  Sasser.  Senator  Brown? 

Senator  Brown.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  it  is  always  nice  to  have  you  here.  Your  presence 
at  Treasury  brings  a  lot  of  confidence  to  those  of  us  who  need  a 
boost  of  confidence  in  that  area. 

Secretary  Bentsen.  Senator,  I  appreciate  that. 

Senator  BROWN.  I  think  a  lot  of  that  is  because  your  walk 
matches  your  talk,  and  you  have  brought  very  fine  quality  people 
to  your  post  to  work  with  you. 

I  had  three  things  I  wanted  to  touch  on  just  quickly.  As  I  look 
over  the  assumptions  in  your  projections,  I  am  painfully  aware,  as 
I  know  you  are,  that  making  such  projections  is  an  art  and  not  a 
science.  I  always  thought  with  the  Reagan  administration  and  with 
the  Bush  administration  that  it  was  a  rather  creative  art.  My 
guess  is  it  did  not  start  with  those,  but  that  reflected  the  time  I 
was  in  Congress. 

I  must  say  I  have  a  feeling  that  the  creativity  has  come  back, 
and  let  me  be  specific.  As  I  read  the  nimibers,  we  are  projecting 
unemployment  dropping  significantly  up  to  1999,  so  unemployment 
is  dropping  significantly.  Short-term  rates,  the  T-bill  rate,  specifi- 
cally the  3-month  rate,  90-day  bills,  I  guess,  is  increasing.  Real 
GDP  increases  in  the  projections  by  2.5  to  3.1  percent  per  year  in 
real  numbers  for  6  years  continuously. 

With  all  of  these,  you  project  a  falling  10-year  note,  and  I  think 
your  number  for  1989  is  5.8.  If  I  am  not  mistaken,  even  the  current 
market  is  above  that.  My  hope  is  you  might  be  willing  to  look  at 
that  in  terms  of  the  numbers.  It  strikes  me  that  may  be  an  area 
you  might  want  to  review.  My  own  feeling  on  it  is  it  would  be  log- 
ical to  assume,  in  conjunction  with  the  other  assumptions,  that  the 
10-year  note  would  probably  go  up  in  jdeld,  rather  than  down  from 
today's  level. 

Secretary  Bentsen.  Well,  what  we  are  looking  at  is  that  gap  be- 
tween long-term  rates  and  short-term  rates,  that  gap  is  coming 
down.  It  has  been  high. 

Let  me  say  to  you,  Senator,  when  you  talk  about  creativity,  what 
we  have  seen  in  these  projections,  we  have  seen  HCFA  do  it,  we 
have  seen  Labor  do  it,  I  said  I  would  not  come  here  and  testify 
until  I  got  the  numbers  over  at  Treasury.  Then  we  got  the  numbers 
and  we  massaged  them.  We  ran  them  through  our  estimators,  ran 
them  through  our  actuaries.  We  even  saw  a  situation  where  we 
went  outside  to  the  private  sector  to  have  our  methodology  checked 
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by  actuaries  and  estimators.  And  these  are  the  best  numbers  that 
we  could  come  up  with  of  what  we  think  is  going  to  happen. 

Some  of  it  has  a  subjective  element  to  it,  and  I  understand  that. 
I  look  at  Leon  Panetta,  and  I  look  at  Alice  here.  I  think  these  are 
solid  folks  trying  to  give  you  their  best  judgment  as  to  what  is 
going  to  happen,  and  that  is  what  we  have  done. 

Senator  Brown.  I  have  great  respect  for  you. 

Secretary  Bentsen.  Do  we  miss?  Yes,  we  might  miss.  I  under- 
stand that  and  we  have  tried  to  put  some  circuit-breakers  in  there. 
We  have  tried  to  put  some  caps  on  it  to  try  to  help. 

Senator  Brown.  I  have  great  respect  for  your  integrity  and  I 
bring  it  up  in  that  context.  It  is  one  of  the  areas  I  hope  you  would 
look  at. 

Secretary  Bentsen.  I  would  be  happy  to. 

Senator  Brown.  I  must  admit,  I  would  never  want  to  bet  against 
the  football  teams  from  Texas,  but  on  this  projection  I  might  enter- 
tain a  wager. 

[The  following  was  subsequently  submitted  for  the  record  by  Sec- 
retary Bentsen:] 

Background  on  Administration  Economic  Assumptions 

The  Administration  attempted  to  be  conservative  in  preparing  the  economic  fore- 
cast which  underlies  the  fiscal  year  1995  budget.  Real  GDP  growth  averages  2.7 
percent  in  our  forecast  across  the  6  years  from  1993  to  1999.  That  is  exactly  the 
same  as  the  average  growth  rate  in  the  CBO  forecast  and  also  matches  the  growth 
rate  in  the  Blue  Chip  consensus  of  some  fifty  leading  private  forecasters.  In  regard 
to  inflation,  the  Administration  was  a  shade  less  sanguine  than  CBO,  though  our 
inflation  path  was  a  little  lower  than  the  Blue  Chip  consensus. 

With  respect  to  the  forecast  of  interest  rates,  at  the  time  the  economic  assump- 
tions were  compiled,  the  yield  on  10-year  Treasury  notes  was  5.8  percent.  That  rate 
was  expected  to  remain  essentially  flat  across  the  forecast  horizon.  Short-term  rates 
were  projected  to  rise  moderately,  and  that  would  narrow  the  unusually  wide  jrield 
spread  between  long-  and  short-term  rates.  In  our  view,  however,  the  stabilization 
of  inflation  expectations  and  the  much  improved  budget  outlook  resulting  from  en- 
actment of  the  Budget  Resolution  Act  of  1993  implied  little  change  in  longer-term 
interest  notes. 

It  is  noted  that  the  CBO  economic  assumptions  contain  a  very  slight  upward  tilt 
to  jdelds  on  10-year  Treasury  notes.  By  the  end  of  the  forecast  horizon,  their  projec- 
tion of  such  rates  is  a  modest  40  basis  points  higher  than  ours.  Interest  rates  are 
notoriously  hard  to  predict,  and  40  basis  points  is  well  within  the  range  of  forecast- 
ing error. 

The  yield  on  10-year  Treasury  notes  has  edged  up  slightly  since  the  time  of  our 
forecast.  As  of  February  9,  the  rate  was  5.9  percent. 

A  second  of  three  things  I  w£uited  to  ask  you  to  consider:  In  the 
last  year,  we  have  heard  about  dramatic  increases  in  grazing  fees 
from  the  Administration,  which  affects  primarily  the  West.  Inciden- 
tally, I  am  one  that  thinks  they  ought  to  go  to  market  rates,  so  I 
have  a  different  perspective  maybe  than  some  westerners. 

We  have  heard  suggestions  for  dramatic  increases  in  mining 
claims,  which  I  have  some  concerns  about.  We  have  heard  about 
I  think  in  this  budget  some  suggestions  for  increases  in  entrance 
fees  to  the  National  parks. 

What  I  find  is  a  suggestion  that  the  West  pay  more,  but  the  East 
not  pay  anything,  and  let  me  be  specific.  When  folks  come  back  and 
go  through  the  magnificent  museums  that  are  here,  the  policy  is 
that  they  get  in  free  or  at  least  for  most  of  them  there  is  no  charge. 
There  is  not  even  a  suggestion  that  we  go  to  market  rates  for  what 
that  entertainment  might  be. 
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But  when  we  talk  about  the  western  United  States,  we  talk 
about  a  much  different  policy.  My  hope  is  that  you  would  feel  it  is 
fair  and  the  Administration  would  feel  it  is  fair  to  have  a  consist- 
ent policy.  If  we  are  going  to  charge  market  rates  to  get  into  public 
facilities,  let's  do  it,  but  let's  do  it  consistently.  Let's  not  apply  one 
standard  to  the  western  United  States  and  one  standard  to  the 
eastern  United  States. 

I  suspect  you  share  this  viewpoint,  and  I  hope  that  you  might  re- 
view these  suggestions  in  that  light. 

Secretary  Bentsen.  Thank  you  very  much,  Senator.  We  will  sure 
take  a  look  at  it. 

Senator  Brown.  One  last  thing,  and  I  guess  you  are  the  last  one 
in  the  Administration  I  should  say  this  to.  But  in  one  of  the 

Secretary  Bentsen.  Why  do  it?  [Laughter.] 

Senator  Brown.  I  do  not  want  the  Administration  to  miss  an  op- 
portunity. I  see  the  light  is  on,  Mr.  Chairman,  and  I  will  wind  this 
up  quickly. 

I  had  suggested  to  the  Reagan  administration  and  suggested  to 
the  Bush  administration,  and  I  have  done  my  best  to  suggest  it  to 
President  Clinton,  that  one  of  the  ways  you  get  the  deficit  down 
and  bring  integrity  to  the  budget  process  is  commit  yourself  to  veto 
bills  that  are  over-budget  and  to  get  yourself  to  make  sure  that  you 
never  break  the  budget  with  emergencies  that  are  not  paid  for. 

No  President  that  I  am  aware  of  in  the  last  decade  and  a  half 
has  ever  done  it.  It  is  like  it  is  some  secret  that  nobody  has  figured 
out,  that  if  you  have  a  budget,  you  stick  with  it.  Every  budget  I 
have  seen  adopted,  except  for  our  last  one,  had  the  budget  dis- 
appearing at  some  point  in  the  world,  perhaps  using  creative  as- 
sumptions, but  at  least  disappearing.  Obviously,  we  are  in  a  cir- 
cumstance where  that  is  not  the  case  now,  but  at  least  my  hope 
is  that  you  will  be  a  voice  for  vetoing  any  bill  that  is  over-budget 
and  for  not  proposing  any  legislation  that  breaks  the  budget. 

Secretary  Bentsen.  Well,  Senator,  we  are  going  to  do  the  very 
best  we  can  to  accomplish  that. 

Senator  Brown.  I  appreciate  that  we  are  suggesting  something 
that  is  not  the  easiest  thing  in  the  world,  but  I  do  think  it  is  the 
key  towards  making  progress  on  this. 

Thank  you. 

Chairman  Sasser.  Thank  you,  Senator  Brown. 

Senator  Simon? 

Senator  SiMON.  Thank  you,  Mr.  Chairman. 

Senator  DoMENici.  Senator  Simon,  could  I  just  ask  if  Senator 
Brown  would  agree  to  yield  for  a  clarifying  remark? 

Senator  Simon.  I  cannot  resist  a  request  from  the  Senator  from 
New  Mexico. 

Senator  Domenici.  Senator,  when  you  say  you  are  one  of  the 
western  Senators  that  may  want  to  charge  market  values  for 
rangeland  use,  I  hope  you  have  an  open  mind  as  to  what  market 
value  is. 

Senator  Brown.  Indeed,  and  I  appreciate  your  clarifying.  The 
fact  is  market  value  I  always  thought  came  about  by  having  the 
Igind  available  for  bid.  The  way  you  find  market  value,  not  setting 
at  an  arbitrary  level  that  is  higher  than  what  the  real  value  is. 
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Senator  Domenici.  This  is  really  not  a  big  macro  issue,  but  let 
me  suggest — we  have  evidence  that  some  are  already  paying  more. 

Senator  Brown.  I  must  admit  that  I  think  some  of  the  suggested 
levels  were  above  market. 

Senator  DOMENICI.  Very  good. 

Secretary  Bentsen.  I  do  not  believe  things  have  changed  a  lot 
since  I  left  here.  [Laughter.] 

Chairman  Sasser.  Senator  Simon? 

Senator  Simon.  Senator  Sasser  and  I  are  going  to  mediate  this 
western  dispute  here. 

Senator  Domenici.  We  do  not  need  you,  Senator.  [Laughter.] 

Senator  Simon.  On  the  health  care  issue,  and  I  do  not  mean  to 
be  critical  of  your  former  shop  here.  Dr.  Rivlin,  where  I  think  in 
general  they  do  a  superb  job,  but  I  do  believe  that  they  erred  in 
suggesting  that  the  mandates  in  terms  of  health  care  be  counted 
as  taxes.  I  just  toss  that  out  and  you  may  want  to  respond,  but  let 
me  get  to  the  larger  question. 

The  other  point  that  is  made  is  the  difference  in  the  estimate  on 
cost,  the  Administration  says  and  I  think  conscientiously  believes 
that  it  is  going  to  save  $58  billion,  and  CBO  says  it  is  going  to  cost 
$74  billion. 

I  think  the  honest  answer  is  we  do  not  know,  and  if  we  move 
ahead  on  health  care,  we  may  want  to — and  I  think  it  is  absolutely 
vital  that  we  move  ahead  on  health — we  may  for  the  first  time 
want  to  consider  something  that  I  suggested  the  other  day.  Senator 
Domenici  indicated  immediately  he  is  strongly  opposed  to,  but 
some  kind  of  a  flexible  option  in  the  area  of  revenue,  where  it 
would  not  be  imposed  unless  it  was  absolutely  essential,  and  it 
would  be  imposed  only  if  the  President  and  the  chairs  of  the  Fi- 
nance and  Ways  and  Means  Committee  and  the  ranking  Repub- 
licans on  those  committees  would  agree  to  some  additional  revenue 
that  would  be  spelled  out  by  Congress,  what  the  option  would  be. 

In  yesterday's  New  York  Times,  large  tax  burdens  were  seen,  ba- 
sically saying  the  long-term  implications  of  the  deficit  are  very, 
very  clear.  And  while  the  numbers  have  chsmged  since  the  June 
1992  GAO  report,  when  they  look  at  debt  burden  versus  GDP,  no 
nation  has  come  anywhere  near  that,  as  far  as  I  know,  without 
monetizing  the  debt.  So  we  face  some  very  serious  problems. 

I  am  all  for  health  care,  but  I  think  we  ought  to  do  it  on  a  pay- 
as-you-go  basis,  and  to  do  that  we  may  have  to  build  in  some  flexi- 
bility and  something  that  we  have  never  considered  before.  I  just 
toss  that  out  for  your  reflection,  and  I  know  you  may  not  want  to 
speak  for  the  Administration,  but  I  would  be  interested  in  your 
personal  reaction,  both  Dr.  Rivlin  and  Secretary  Bentsen. 

Dr.  Rivlin.  Let  me  start.  We  thoroughly  agree  on  the  pay-as-you- 
go  for  health  care.  But  we  want  to  do  more  than  that.  We  want  to 
have  a  health  care  plan  that  not  only  pays  for  itself,  but  contrib- 
utes to  deficit  reduction.  We  believe,  and  the  CBO  believes,  that  is 
possible.  We  want  to  get  there  as  quickly  as  possible. 

I  think  the  only  thing  I  can  say  on  your  flexible  option  is  that 
the  Administration  would  certainly  study  it.  In  the  health  care 
plan  itself,  we  built  in  a  mechanism  which  essentially  does  what 
you  are  sajdng  if  we  are  wrong,  and  if  the  plan  costs  the  govern- 
ment more  than  we  predicted.  It  requires  the  President  to  inform 
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the  Congress  that  we  might  be  running  out  of  money.  The  Congress 
and  the  President,  together,  then  must  decide  what  to  do  about  it. 

Secretary  Bentsen.  Let  me  further  state  that,  despite  some  dif- 
ferences between  CBO  and  the  Administration's  estimates,  there 
are  some  things  we  agree  on,  substantial  things. 

Both  the  CBO  and  the  Administration  agree  that  the  health  plan 
will  reduce  the  deficit  in  the  long  run.  Both  the  CBO  and  the  Ad- 
ministration agree  that  it  will  reduce  national  health  expenditures. 
CBO  agrees  that  the  premium  caps  are  100  percent  effective.  CBO 
and  the  Administration  estimate  about  the  same  effects  for  most  of 
the  revenue  provisions,  except  for  the  corporate  assessments  and 
the  cafeteria  plans. 

Senator  Simon.  I  thank  you.  I  have  no  further  questions,  Mr. 
Chairman. 

Chairmgin  Sasser.  Thank  you.  Senator  Simon. 

We  are  trying  to  get  the  Secretary  out  of  here  by  noon,  so  let  me 
turn  now  to  Senator  Domenici. 

Senator  Domenici.  Thank  you  very  much,  Mr.  Chairman. 

Frankly,  I  am  very  pleased  that  the  economy  is  doing  what  it  is 
doing,  and  I  am  excited  about  the  fact  that  we  may  be  in  a  positive 
growth  cycle  that  might  be  there  for  a  while.  Frankly,  we  ought  to 
do  everything  we  can,  to  keep  the  economy  in  that  growth  mode. 

I  would  comment  that  in  years  past  oil  prices  went  skyrocketing 
and  inflation  went  through  the  roof.  I  think  Secretary  Bentsen 
knows  more  about  oil  and  gas  than  probably  this  Senator  will  ever 
know,  and  I  thought  he  might  comment  about  oil  prices  and  what 
they  mean  to  inflation. 

I  see  him  nodding,  so  I  will  not  take  any  time  with  him,  and  say 
that  is  probably  a  very  big  plus.  In  fact,  for  those  who  wonder  if 
oil  would  come  down  to  $10  a  barrel,  we  would  really  get  some- 
thing, although  all  of  our  independents  would  go  broke.  I  do  not 
want  to  see  that  happen. 

Dr.  Rivlin,  I  have  great  admiration  for  your  being  forthright.  I 
remember  one  incident  when  there  was  only  one  voice  out  there 
sa5ring  that  the  Administration's  idea  that  we  were  going  to  set  up 
a  trust  fund  to  put  the  deficit  reduction  accomplishments  in  was 
a  sham.  I  did  hear  one  little  squeaking  wheel  called  Dr.  Alice 
Rivhn  saying  that  is  foolish,  it  is  more  like  a  sham. 

But  I  think  it  is  not  fair  for  you  today  to  state  so  affirmatively 
that  this  President  and  this  Congress  have  established  this  fiscal 
policy  that  is  so  rigid.  I  would  just  ask  you  to  think  what  the  num- 
ber is  that  makes  it  rigid.  It  is  a  dollar  number  found  in  the  Budg- 
et Act,  and  it  was  put  there  5  years  ago  in  the  1990  Budget  Agree- 
ment. The  exact  number  was  put  there  5  years  ago  by  a  different 
Congress,  still  run  by  the  Democrats,  and  I  laud  them  for  doing  it. 
Senator  Sasser  had  a  lot  to  do  with  it.  But  it  has  been  there  ever 
since. 

Cheiirman  SASSER.  Are  you  lauding  me,  Senator  Domenici? 

Senator  Domenici.  Yes. 

Chairman  Sasser.  Thank  you.  [Laughter.] 

Senator  Domenici.  He  did  it.  He  and  I  did  it.  So  I  just  think 
maybe  when  you  talk  about  that  fiscal  policy  of  $546  billion  and 
no  more,  and  suffer  a  sequester  if  more,  that  is  the  policy  that  con- 
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trols  the  discretionary  spending  of  this  country.  It  is  no  new  pohcy. 
It  is  that  old  policy  that  affects  the  year  1995. 

Frankly,  I  know  that  is  the  case  and  I  do  not  ask  for  any  com- 
ments from  you  yet,  but  you  will  get  your  opportunity  in  a  moment. 
I  just  wish  you  might  confirm  that  that  is  the  case,  no  reasons 
other  than  just  some  of  us  wrote  that  budget,  so  we  like  you  to 
mention  it  from  time  to  time. 

Let  me  put  one  other  statement  in  the  record.  Frankly,  Mr.  Sec- 
retary, I  join  with  all  Republicans  who  have  said  that  we  are  de- 
lighted you  are  in  this  job  and  that  you  are  doing  an  excellent  job. 
Your  staff  is  clearly  one  that  we  think  understands  what  we  are 
doing  and  understands  the  budget,  and  we  are  very  pleased  that 
they  are  on  board,  not  to  say  the  least  about  the  lady  behind  you, 
Ms.  Weiss,  knowing  more  about  medicare  than  most  people.  So  I 
hope  you  are  consulted  regularly  on  the  health  care  program,  be- 
cause I  think  she  knows  a  lot  about  it. 

Secretary  Bentsen.  I  do  not  even  have  to  turn  around  to  look 
and  see  who  you  are  talking  about. 

Senator  Domenici.  But  I  would  like  to  put  in  the  record  a  table 
on  interest  rates,  because  I  do  think  it  is  important  that  we  also 
recognize  that  the  American  economy  has  been  turning  around  for 
a  long  time,  that  business  has  been  making  some  enormous  inter- 
nal adjustments  for  at  least  5  years  in  terms  of  productivity,  in 
terms  of  skinning  down  their  debt. 

Let  me  just  put  the  table  in  that  says  10-year  notes  were  6.6  per- 
cent in  January  of  1993,  Mr.  Secretary. 

INTEREST  RATES 
(Percent) 


1990 

Oct  1992 

Jan  1993 

Dec  1993 

Feb  8,  1994 

10-year  T-Notes 

8.6 

6.6 

6.6 

5.8 

6.0 

3-month  T-bills 

7.5 

2.9 

3.0 

3.1 

3.2 

30-year  T-bonds 

8.6 

7.5 

7.3 

6.2 

6.4 

In  1993,  they  were  6.6  percent,  and  they  were  down  from  8.6  per- 
cent in  1990,  two  full  points,  and  now  they  are  down  .6  since  that 
time.  So  I  think  they  were  well  on  their  way.  They  went  down  two 
full  points  before  you  all  cEime  in,  and  .6  since  then. 

Senator  Domenici.  I  would  also  remind  you  that  3-month  T-bills 
in  1990  were  at  7.5  percent.  In  January  of  1993,  they  were  down 
to  3  percent,  Mr.  Secretary.  They  are  now  up  to  3.2  percent.  I  will 
put  them  in  the  record.  I  have  no  doubt  they  are  right. 

And  30-year  T-bonds  were  8.6  percent  in  1990.  They  had  gone 
down  to  7.3  percent  in  January  of  1993,  which  is  a  1.3  percent  re- 
duction, and  they  have  gone  down  to  6.4  percent  now  in  February 
of  1994,  which  is  a  decline  of  only  .9  percent. 

So  I  think  we  were  on  the  way  and  I  think  it  is  great  that  we 
are  there.  I  would  be  a  little  worried.  Interest  rates  are  ticking  up 
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already,  and  I  think  in  your  budget  you  project  them  to  continue 
to  come  down.  I  think  maybe  we  ought  to  worry  about  that.  You 
have  the  10-year  rate  at  5.8  percent,  and  they  are  already  at  6  per- 
cent. 

Secretary  Bentsen.  We  also  project  that  short-term  rates  will 
have  a  modest  increase.  That  is  in  our  projections. 

Senator  Domenici.  Yes. 

Secretary  Bentsen.  This  is  a  question  of  who  gets  credit.  I  think 
the  Administration  deserves  a  lot  of  it,  not  all  of  it,  but  a  lot  of  it. 
I  do  think  the  fact  that  what  this  President  said  he  was  going  to 
do  as  far  as  the  budget  started  out  during  the  election  process  and 
then  the  man  was  elected,  and  I  can  recall  going  on  a  Sunday  show 
and  stressing  some  of  the  things  we  were  going  to  do  that  would 
cause  a  lot  of  pain  in  the  process  and  having  an  immediate  reaction 
in  the  bond  market  and  having  it  attributed  to  the  fact  that  we 
were  willing  to  tEike  on  some  of  these  tough  deals. 

Senator  Domenici.  Mr.  Secretary,  I  am  not  trying  to  take  credit 
away.  I  think  you  have  done  an  excellent  job.  I  merely  think,  for 
some  people — I  do  not  even  think  you  did  it  today,  so  I  am  not  ac- 
cusing you  of  it,  but  some  people  really  say  all  the  economic  benefit 
occurred  when  the  budget  reconciliation  resolution  was  passed. 

Let  me  just  remind  everyone  that  that  was  passed  in  August. 
The  largest  growth  quarter  we  have  had  in  the  last  4  years  of 
growth  occurred  2  months  later.  The  quarter  immediately  following 
it  had  5.7  percent  real  GDP  growth.  Frankly,  nobody  could  assume 
that  in  8  weeks  you  would  get  5.7  percent  GDP  growth  by  passing 
a  bill  up  here,  when  most  economists  say  it  takes  about  1  year  to 
IV2  years  for  policy  changes  to  affect  the  economy. 

That  is  the  only  thing  I  would  like  to  get  on  the  record  every  now 
and  then. 

My  last  question  has  to  do  with  the  issue  of  on-budget/off-budget 
with  reference  to  health  care.  Now,  I  am  perhaps  a  "budget  word^" 
who  attributes  more  policy  to  budgeting  than  many  would  like,  but 
I  guarantee  you  that  a  reading  of  the  CBO  report  about  the  Presi- 
dent's plan — and  maybe  it  will  fit  the  other  plans,  maybe  when  you 
look  at  Cooper's  plan,  it  may  be  the  same,  I  do  not  know — actually, 
they  are  not  suggesting  that  this  is  a  matter  of  some  budget  wonks 
wanting  it  one  place  or  another.  CBO  is  suggesting,  number  one, 
that  the  budget  definition  of  a  receipt — and  I  will  read  it  to  you, 
it  is  only  one  sentence.  It  says  this: 

These  are  collections  that  result  primarily  from  the  government  exercise  of  its 
sovereign  power  to  tax  or  otherwise  compel  payment.  They  are  compared  to  outlays 
in  calculating  a  surplus  or  deficit. 

That  is  a  receipt,  definition. 

Now  CBO  goes  on  to  say  that,  as  they  interpret  the  President's 
program — again,  I  wiU  just  read  some  quotes: 

More  than  a  government  regulation, 

they  say, 

The  Administration's  proposal  specify  outcomes,  dictates  the  means  by  which  the 
outcomes  must  be  achieved,  prescribes  the  financing  mechanism  that  must  be  used, 
and  enforces  the  transactions.  On  balance,  the  new  program  seems  to  represent  an 
activity  of  the  Federal  Government  that  relies  on  the  exercise  of  its  sovereign  pow- 
ers. 
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Frankly,  the  reason  I  do  not  think  that  is  budgetese  is  because 
that  is  a  description,  of  the  President's  plan  that  speaks  of  govern- 
ment controlled  and  government  managed  programs.  I  think  it 
3delds  a  pretty  interesting  policy  debate:  Is  it  or  is  it  not  the  kind 
of  program  they  describe?  If  it  is  not,  then  you  win.  If  it  is  the  kind 
of  program  they  describe,  then  you  lose,  unless  you  want  to  change 
the  definition  of  what  a  government  receipt  is. 

Secretary  Bentsen.  Well 

Senator  DOMENICI.  Let  me  finish  the  point,  and  then  you  can  an- 
swer everything. 

Mr.  Secretary,  you  have  spoken  today  and  in  a  number  of  mar- 
velous presentations  of  your  fiscal  concern  for  our  country  that 
health  care  must  be  brought  under  control  to  get  the  ultimate  defi- 
cit of  the  United  States  under  control. 

Now,  Mr.  Secretary,  I  have  been  preaching  that  starting  6  years 
before  the  President  so  eloquently  put  it  in  his  campaign.  But  here 
is  the  point:  The  opposite  may  be  true.  If  you  do  not  get  health  care 
costs  under  control,  you  may  never  solve  the  budget  deficit,  which 
will  start  back  up.  And  I  have  serious  doubts,  and  I  ask  that  you 
look  at  it,  whether  the  President's  program  of  adding  four  new  enti- 
tlement programs  will  reduce  the  deficit.  We  assume  we  are  going 
to  make  up  the  money  to  pay  for  that  by  controlling  the  costs  of 
medicare  and  medicaid  and  a  cigarette  tax.  It  only  pays  for  about 
40  percent. 

I  do  not  believe  those  are  going  to  come  out  zero,  and  frankly  I 
never  have.  I  still  do  not,  and  the  CBO  report  says  they  will  not. 
In  fact,  they  say  in  the  first  5  years  your  estimates  are  $133  billion 
off,  the  difference  between  $58  billion  in  deficit  reduction  and  $74 
or  $76  billion  in  addition  to  the  deficit.  That  is  the  whole  crux  of 
the  authenticity  of  the  progreim,  will  it  save  money  over  what 
health  care  costs  to  the  government  or  today.  That  is  the  issue. 

Frankly,  if  it  does  not,  we  ought  to  go  slow.  That  is  all  I  say  to 
somebody  who  is  prudent  on  fiscal  policy.  Do  we  put  all  the  new 
programs  in  in  the  first  round  of  health  care  reform,  or  do  we  see 
if  we  are  really  saving  any  money  as  we  move  through? 

Now  I  am  open  to  any  comments  on  anything  I  have  said  by  ei- 
ther of  you. 

Secretary  Bentsen.  Senator,  I  have  discussed  a  number  of  points 
you  made  already,  and  I  am  going  to  leave  it  to  you  two  budgets 
experts  to  talk  about  the  specificity  insofar  as  it  is  handled. 

Let  me  further  state,  as  I  recall,  Bob  Reischauer's  statement  yes- 
terday, he  said  CBO's  views  are  totally  advisory,  that  the  President 
and  Congress  should  ultimately  resolve  the  debate  over  the  propos- 
al's budgetary  treatment  through  legislation.  You  have  cited  that 
point,  and  I  think  that  is  where  it  will  rest. 

But  insofar  as  the  other  points,  I  would  defer  to  Dr.  Rivhn, 

Senator  DOMENICI.  Thank  you. 

Dr.  RiVLiN.  Let  me  just  make  a  couple  of  points.  Let  me  go  back 
first  to  say  I  have  no  trouble  with  an  enthusiastic  endorsement  of 
the  1990  agreement.  Leon  Panetta  worked  very  hard  on  that  agree- 
ment, as  you  know.  I  believe  it  was  a  success,  although  I  remember 
a  Republican  President  who  worked  hard  on  it  and  then  backed 
away  from  it  later.  I  think  that  last  year  everybody  was  very  con- 
scious that  they  were  building  on  the  success  of  the  1990  agree- 
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ment.  We  moved  forward  with  a  stronger  agreement  and  further 
into  the  ftiture,  and  that  was  as  good  thing. 

On  the  scoring  issue,  the  receipt  issue,  the  CBO  itself  goes 
through  a  long  and  I  think  very  interesting  argument  about  when 
is  a  pajnnent  a  receipt.  It  involves  not  just  the  sovereign  power,  but 
a  series  of  decisions  about  how  much  the  government  is  involved. 
They  say,  on  balance,  they  come  out  one  way.  On  balance  implies 
they  had  some  wavering  back  and  forth,  and,  on  balance,  they 
think  it  is  a  receipt.  On  balance,  we  do  not,  but  that  is  something 
we  will  be  arguing  about  for  a  while. 

But  I  think  you  raise  a  more  important  point,  which  is  that  we 
need  to  think  very  carefully  about  how  much  government  control 
we  want  over  the  health  system.  We  are  very  prepared  to  talk 
about  that  subject. 

We  are  also  as  eager  as  anyone  to  have  a  plan  which  almost  ev- 
erybody agrees  will  bring  the  deficit  down.  The  numbers  do  differ 
at  the  moment.  I  can  only  suggest  that  the  $130  billion  sounds  like 
an  awful  lot,  but  remember  what  the  base  is.  That  is  a  5-year  num- 
ber. We  spent  about  $1  trillion  a  year  on  health  care,  and  that  is 
$5  trillion  over  5  years.  So  if  we  are  off  $130  bilhon,  it  is  not  a 
huge  percentage. 

But  we  must  figure  out  why  we  differ  on  these  numbers,  and  we 
must  have  a  plan  that  actually  convinces  everybody  it  is  going  to 
bring  the  deficit  down. 

Chairman  Sasser.  Thank  you,  Dr.  Rivlin. 

We  are  mindful  of  your  time,  Mr.  Secretary,  and  we  will  turn 
now  to  Senator  Grassley.  The  Secretary  needs  to  leave.  I  s£dd  a  mo- 
ment ago  we  want  to  get  the  Secretary  out  of  here.  I  hope  my  state- 
ment was  not  misunderstood,  Mr.  Secretary,  because  we  do  not 
want  to  run  you  out.  We  are  seeking  to  accommodate  your  sched- 
ule. 

Secretary  Bentsen.  That  next  fellow  that  is  going  to  question 
me,  we  worked  together  for  a  number  of  years  and  I  am  looking 
forward  to  hearing  him. 

Senator  Grassley.  In  my  absence.  Senator  Brown  brought  up 
about  interest  rates.  I  do  not  want  to  get  into  debate  oyer  how 
much  that  is  going  to  increase  and  whether  your  projections  are 
more  right  than  CBO.  But  I  do  wEuit  to  concentrate  on  the  dif- 
ference between  CBO  and  0MB  fi-om  this  standpoint.  And  this 
would  refer  to  a  comment  that  the  President  made  a  year  ago  in 
his  address  to  Congress,  when  he  made  a  point  the  kind  of  singing 
off  the  same  song  sheet,  in  the  sense  of  using  CBO  benchmarks, 
so  that  we  are  afl  playing  by  the  same  numbers,  using  the  same 
benchmarks. 

Obviously,  you  did  not  know  what  CBO  was  projecting  for  budget 
when  you  brought  out  your  5.8  percent  for  each  of  the  next  5  years 
for  10-year  T-bills.  Now  that  CBO  has  it  at  5.86,  6.1,  6.2,  6.2  and 
6.2,  is  it  not  going  to  be  necessary  for  you  to  adjust  your  figures 
to  reflect  the  CBO  benchmark,  following  the  President's  admonition 
to  Congress  that  we  were  going  to  use  the  CBO  figures  so  that  we 
are  all  singing  from  the  same  song  sheet?  Those  are  my  words,  not 
his. 

Secretary  BENTSEN.  I  must  say.  Senator,  that  I  was  looking  back 
there  for  some  comfort,  but  I  did  not  find  it  and  I  am  back  to  the 
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same  old  deal  that  we  know  that  long-term  rates  are  extremely  dif- 
ficult to  predict.  No  one  has  a  total  answer  to  that. 

Senator  Grassley.  I  would  not  argue  that  point  with  you. 

Secretary  Bentsen.  But  we  have  in  Treasury  people  who  work 
at  that,  are  dedicated  to  that,  and  we  think  0MB  does,  too,  and 
we  think  we  have  made  reasonable  projections. 

Senator  Grassley.  If  that  is  your  point,  I  do  not  want  to  argue 
that  point.  I  guess  I  would  conclude,  then,  from  the  standpoint  of 
what  the  President  said  that  we  were  going  to  use  one  consistent 
benchmark,  then  obviously  in  regard  to  at  least  interest  rates,  we 
are  deviating  from  that  point  that  the  President  made  a  year  ago. 

Secretary  Bentsen.  Well,  I  guess  that  probably  the  Congress 
would  use  the  CBO  assumptions.  That  is  my  guess,  as  we  work 
through  this  one. 

Dr.  RiVLlN.  Could  I  jump  in  on  that?  We  used  the  CBO  assump- 
tions last  year,  partly  because  we  were  in  a  great  hurry  and  we  did 
not  have  our  own  projections.  Consequently,  we  all  agreed  to  use 
the  CBO  projections. 

Since  then,  we  have  relied  on  our  own  projection  capability,  but, 
as  the  Secretary  says,  the  Congress  can  do  whatever  it  wants.  In 
fact,  we  do  not  differ  very  much,  and  that  is  the  main  thing.  The 
differences  are  tiny. 

Senator  Grassley.  I  guess  my  admonition  would  be  that  if  we 
are  really  going  to  be  talking  about  the  same  numbers  and  the 
same  baseline,  then  it  would,  from  my  point  of  view,  be  very  essen- 
tial that  you  use  those  numbers.  Otherwise,  we  are  talking  the 
same  numbers  for  just  1  year  of  the  5-year  program  that  we  went 
into.  I  can  just  simply  express  my  view.  I  cannot  do  anything  more, 
but  I  guess  I  would  ask  you  that  for  consideration. 

The  other  point  that  I  want  to  make,  and  the  last  one,  is  since 
the  budget  has  come  out,  we  have  had  CBO  estimating  health  care 
costs  by  $123  billion  more  over  5  years  than  what  the  Administra- 
tion has.  We  all  agree  that  we  have  to  have  earthquake  emergency 
supplemental,  but  that  is  $9  billion  we  did  not  anticipate. 

If  we  do  have  higher  interest  rates  than  what  you  projected,  5.8 
for  each  of  the  next  5  years,  that  is  going  to  cost  a  lot  of  money. 
We  do  not  have  welfare  reform  in  yet.  We  cannot,  if  we  do  not  have 
a  bUl,  but  the  point  is  we  do  not  have  it  in  yet. 

I  do  not  know  whether  there  is  going  to  be  any  uncertainty  as 
reflected  in  the  stock  market  going  down  quite  a  bit  last  week, 
some  uncertainty  of  what  might  come  of  interest  rates,  so  maybe 
we  will  not  have  the  rosy  scenarios  for  the  economy  we  projected. 

It  all  indicates  that  we  really  do  not  have  a  real  hold  on  the  defi- 
cit. I  know  that  this  year  is  better  than  we  anticipated  last  year 
by  $20  billion.  My  feeling  would  be  that  we  would  take  advantage 
of  this  opportunity,  when  things  are  a  little  better  than  we  really 
thought  they  were,  to  be  concerned  about  the  long-term  deficit,  be- 
cause we  know  we  get  back  into  $350  billion  deficits  after  5  years, 
and  we  are  going  to  have  a  $6  trillion  national  debt  through  this 
5  years  and  the  next  5  years,  to  take  advantage  of  it. 

Maybe  I  am  asking  the  obvious,  but  if  it  is  obvious,  I  do  not  see 
it  in  the  action.  To  what  extent  does  it  concern  you,  speaking  for 
the  Administration  or  you  personally,  that  we  still  are  facing  these 
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tremendous  budget  deficits  after  the  5-year  program  we  are  in,  in 
other  words,  1998,  1999,  2000,  2001  and  2002? 

Secretary  Bentsen.  You  are  dam  right  it  concerns  me,  and  that 
is  why  I  think  health  reform  is  awftilly  important  and  we  have 
some  differences  obviously  between  the  CBO  and  our  own  esti- 
mates, but  those  differences,  hopefuUy,  we  can  work  out  and  the 
Congress  will  assist  us  in  that  regard  as  we  do  it. 

Let  me  also  say  there  is  no  certainty  in  economic  forecasts.  It  is 
just  not  there,  and  you  have  to  understand  that.  We  make  the  best 
projections  we  can  based  on  the  information  we  have.  We  try  to  ex- 
trapolate some  of  that  into  the  future.  But  if  we  miss,  we  then  take 
further  actions  and  try  to  assist  in  that  regard,  and  certainly  the 
objective  must  be  to  continue  to  get  that  deficit  down.  In  turn,  if 
we  see  economic  circumstances  that  let  us  do  it  without  pushing  us 
back  into  a  recession,  then  we  dam  well  want  to  increase  those 
cuts  in  that  deficit.  That  has  to  be  an  objective,  I  think. 

Senator  Grassley.  What  if  I  told  you  that  I  agreed  with  your 
cuts,  every  one  of  them,  and  would  vote  for  every  one  of  them,  if 
the  money  was  not  spent  some  place  else  in  the  budget,  creating 
new  programs  or  expanding  them,  just  reduce  the  deficit?  It  would 
be  better  to  reduce  the  deficit  now,  because  it  is  going  to  affect  that 
problem  that  we  have  out  there  after  1998  that  you  just  described 
and  I  described. 

Secretary  Bentsen.  I  share  most  of  that,  but  I  do  think  you  have 
to  do  some  things  that — this  economy  is  not  hke  the  economy  we 
have  had  in  the  past.  People  in  the  past  were  laid  off,  you  had  an 
economic  cycle  and  they  could  hope  to  go  back  into  that  same  job 
with  the  same  skills.  That  is  changing.  Europe  has  not  adjusted  to 
that.  We  are  on  the  way  to  adjusting  to  it. 

Therefore,  I  think  it  is  important  that  we  emphasize  training, 
that  we  emphasize  going  to  one  place  to  find  that  job,  to  get  the 
kind  of  counsel  you  need  to  put  you  in  there.  Those  kinds  of  invest- 
ments are  important  for  the  future  progress  of  our  country  and  the 
improvement  of  the  economy  and  making  us  world-competitive. 

I  have  just  been  through  parts  of  Asia,  China,  down  to  Indonesia 
and  seeing  some  of  those  areas  where  they  are  doing  quite  a  job 
with  an  educated,  dedicated  workforce.  That  is  tough  competition, 
but  if  we  continue  to  raise  the  training  skills  of  our  people,  we  can 
more  than  meet  that  kind  of  a  competition,  and  I  think  that  is  es- 
sential. 

Senator  Grassley.  Thank  you,  Mr.  Chairman. 

Chairman  Sasser.  Than  you,  Senator  Grassley. 

Mr.  Secretary  and  Dr.  Rivlin,  two  quick  points  here  before  you 
go,  to  clarify  the  record.  The  point  was  made  earlier  by  one  of  our 
colleagues  here,  I  thought  seeking  to  indicate  that  there  was  some 
sort  of  new  tax  on  bonuses.  To  clarify  the  record  with  regard  to  the 
Domino  pizza  parlor  manager  who  might  be  making  $35,000  and 
get  a  bonus.  The  withholding  simply  went  up  is  the  accurate  state- 
ment, and  they  get  the  money  back  when  they  file  their  income  tax 
return. 

A  moment  ago,  Mr.  Secretary,  the  point  was  sought  to  be  made 
that  apparently  there  was  some  new  tax  on  bonuses,  and  that  is 
not  the  case. 

Secretary  Bentsen.  No,  there  is  no  new  tax  on  bonuses. 
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Chairman  Sasser.  What  occurred  is  that  the  withholding  on  sup- 
plementary wage  payments  such  as  bonuses,  commissions  and 
overtime  pay  went  up  from  20  percent  to  28  percent,  but  the  money 
comes  back  later  on  when  the  taxpayer  files  their  return.  I  just 
want  to  clarify  the  record  for  that  purpose. 

Secretary  Bentsen.  Yes. 

Chairman  Sasser.  Second,  there  was  some 

Secretary  Bentsen.  The  assumption  is  he  did  not  go  up  into  a 
28  percent  bracket. 

Chairman  Sasser.  Yes,  but  the  money  comes  back  to  them. 

Secretary  Bentsen.  Yes. 

Chairman  Sasser.  Second,  the  point  has  been  made  that  even 
under  the  budgets  that  we  are  seeing  and  the  projections  we  are 
seeing,  there  is  going  to  be  increased  debt.  But  as  you  indicated  on 
your  charti  there,  Mr.  Secretary,  debt  held  by  the  public  from  1980 
to  1993  advanced  from  about  28  percent  of  GDP  to  about  52  per- 
cent of  GDP. 

Secretary  Bentsen.  That  is  correct. 

Chairman  Sasser.  Now,  under  the  proposals  that  the  Adminis- 
tration has  put  to  us,  debt  as  a  percent  of  GDP  will  decline. 

Secretary  Bentsen.  First  we  stabilize  it. 

Chairman  Sasser.  First  stabilize  and  then  begin  to  decline  in 
1998.  Just  to  refresh  your  memory,  Mr.  Secretary,  you  might  be  in- 
terested in  knowing  that  when  you  parked  that  B-24  bomber  in 
1945  at  the  end  of  the  Second  World  War,  debt  as  a  percent  of  GDP 
stood  at  110  percent. 

Secretary  Bentsen.  A  very  interesting  point. 

Chairman  Sasser.  A  very  interesting  number.  And  this  Adminis- 
tration has  been  reversing  the  trend  of  debt  going  up  once  again 
as  a  percent  of  GDP,  stabilizing  it,  and  then  it  will  be  coming  down 
in  1998  and  1999,  even  if  nothing  is  done  about  health  reform.  If 
we  can  do  something  about  health  reform,  as  you  have  counseled 
us  today  repeatedly,  then  it  will  come  down  even  faster. 

Secretary  Bentsen.  That  is  correct. 

Chairman  Sasser.  Mr.  Secretary  and  Dr.  Rivlin,  I  want  to  thank 
you  for  being  so  patient  with  us  this  morning.  Your  testimony  was 
most  illuminating.  We  are  always  delighted  to  have  both  of  you. 
Thank  you  for  appearing. 

Secretary  Bentsen.  Thank  you. 

Dr.  Rivlin.  Thank  you. 

Chairman  Sasser.  The  committee  stands  in  recess. 

[Whereupon,  at  12:14  p.m.,  the  committee  was  adjourned.] 

WRITTEN  QUESTION  FROM  CHAIRMAN  SASSER  TO 
SECRETARY  BENTSEN  AND  THE  RESPONSE 

Winners  and  Losers  under  OBRA-93 

Question:  How  many  taxpayers  had  income  tax  increases,  how  many  income  tax 
decreases,  and  how  many  had  no  change  in  income  taxes  due  to  the  Omnibus  Budg- 
et Reconciliation  Act  of  1993  (OBRA-93)? 

Answer.  There  were  three  major  provisions  in  OBRA-93  affecting  individual  in- 
come taxes:  individual  income  tax  rates  were  increased  for  high-income  taxpayers, 
the  percentage  of  social  security  benefits  subject  to  income  tax  was  increased  for 

1  See  p.  130. 
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higher-income  recipiente,  and  the  Earned  Income  Tax  Credit  stwas  revised  and  ex- 
panded. 

•  The  OBRA-93  increase  in  individual  income  tax  rates,  effective  in  1993,  will  in- 
crease taxes  on  1.4  million  returns  (1.2  percent  of  all  returns  filed).  The  in- 
crease in  the  exemption  amount  under  the  alternative  minimum  tax,  which  was 
part  of  the  rate  increases,  will  reduce  taxes  on  approximately  200,000  returns 
(0.2  percent  of  all  returns  filed). 

•  The  increase  from  50  percent  to  85  percent  of  social  security  benefits  subject 
to  tax  for  higher-income  recipients,  effective  in  1994,  will  increase  taxes  on  an 
additional  3.7  million  returns  (3.2  percent  of  all  returns  filed). 

•  Extension  of  the  Earned  Income  Tax  Credit  to  childless  workers  and  other  EITC 
changes  effective  in  1994  will  increase  the  number  of  returns  receiving  the 
EITC  to  19.6  million  (16.7  percent  of  all  returns  filed).  Of  these  EITC  recipients, 
1.8  million  (1.5  percent  of  all  returns  filed)  will  have  a  reduction  in  the  EITC 
because  for  these  filers  the  repeal  of  the  young  child  and  health  insurance  sup- 
plemental credits  will  more  than  offset  other  changes  in  the  EITC.  The  remain- 
ing 17.8  million  EITC  recipients  (15.2  percent  of  all  returns  filed)  will  receive 
larger  EITC  benefits  in  1994  than  in  1993,  although  some  of  those  recipients 
would  have  received  somewhat  larger  benefit  increases  under  pre-OBRA-93 
law. 

•  All  other  individual  income  tax  filers  (92.3  million  returns,  or  78.7  percent  of 
all  returns  filed)  will  be  unaffected  by  these  provisions,  but  may  have  tax  in- 
creases or  decreases  due  to  more  narrowly  focused  or  business-related  provi- 
sions in  OBRA-93,  such  as  the  changes  in  the  moving  expense  deduction  and 
the  increase  in  the  section  179  expensing  limit  to  $17,500. 

BACKGROUND 

The  figures  given  above  are  computed  at  1993  income  levels,  with  the  1994  pa- 
rameters for  increased  social  security  taxation  and  EITC  changes  deflated  to  1993 
levels. 

WRITTEN  QUESTIONS  FROM  SENATOR  GRASSLEY  TO 
SECRETARY  BENTSEN  AND  THE  RESPONSES 

5000  Additional  FTE 

Question.  At  the  hearing  you  requested  5,000  additional  FTEs  for  the  Internal 
Revenue  Service  (IRS).  Please  detail  what  these  FTEs  would  do  and  their  impact 
on  tax  revenues. 

Answer.  The  fiscal  year  1995  IRS  Compliance  investment  will  increase  enforce- 
ment staff  by  approximately  5,000  FTE,  8  percent  over  the  fiscal  year  1995  FVesi- 
dent's  budget.  Key  areas  include: 

•  Underpayment:  Accounts  receivable  inventories — taxes  due  from  current  and 
prior  years,  but  not  paid  in  full — have  grown  35  percent  over  the  past  5  years.  The 
number  of  taxpayers  failing  to  pay  their  liability  in  full  at  the  time  of  filing  has  in- 
crease from  14  million  to  16  million  over  the  past  3  years.  Additional  staff  will  mean 
quicker  case  assignment  and  accelerated  taxpayer  contact,  improving  collection  op- 
portunities. 

•  Underrepiorting:  A  major  program  used  by  IRS  to  direct  unreported  income 
is  our  document  matching  program.  The  IRS  will  improve  the  usefulness  of  docu- 
ments currently  not  matched,  initiate  educational  efforts  to  improve  the  accuracy  of 
information  reporting,  and  improve  compliance  (with  reporting  requirements)  by 
Federal  Government  payers. 

•  Nonfiling:  Expanded  document  matching  will  enhance  collection  efforts  to  se- 
cure more  of  the  estimated  10  million  returns  not  filed  each  year.  This  effort  will 
pay  dividends  in  fiscal  year  1995  and  in  subsequent  years  by  keeping  filers  on  the 
tax  rolls. 

•  Tax  Fraud:  IRS  efforts  to  collect  delinquent  taxes  must  be  augmented  by  en- 
forcement of  criminal  tax  fraud  statutes.  IRS  will  undertake  expanded  efforts  to  de- 
tect motor  fuel  tax  evasion,  bankruptcy  fraud  and  financial  fraud,  involving  pen- 
sions and  filing  fraud.  (See  following  chart) 
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FY  1995  COMPLIANCE  INITIATIVE 

Resource  Commitment:   5078  FTE,  $405  million        Results:  $9  -  $10  billion,  FY  1995-1999 


COMPLIANCE 
ISSUE 

RESOURCE  FOCUS 

INCOME  TAX 
UNDERREPORTING 

Examination  -  Increase  the  number  of  correspondence 
exanninations  and  contacts  (limited  focus  audits  involving 
overstated  deductions,  improper  filing  status,  or  failure  to 
report  income.) 

Information  Reporting  -  Improve  compliance  bv  Federal 
Government  payers;  correct  wage  reporting  by  the  military: 
reduce  the  number  of  unmatchable  documents. 

TAX  FRAUD  - 
EXCISE  TAX, 
PENSION  PLANS 

Criminal  Investiqation  -  Increase  resources  dedicated  to 
detecting  motor  fuel  excise  tax  evasion  schemes, 
bankruptcy  fraud/pension  plan,  insurance  fraud  and 
investigation  of  refund  fraud.   Increase  investigations  of 
these  legal  income  sector  tax  crimes. 

FOREIGN 
CONTROLLED 
CORPORATIONS  - 
INTERNATIONAL 
ISSUES 

International  -  Chief  Counsel.    Expand  coordination  and 
National  Office  support  in  large  case  development  and 
litigation;  concentrate  Counsel  resources  on  the 
development  and  implementation  of  the  Advance  Pricing 
Agreement  (APA)  Program. 

International  -  Examination.   Increase  enforcement  based 
on  identified  market  segments  targeting  foreign  business 
activity  in  the  U.S.    Use  Compliance  2000  methodology  to 
address  foreign  controlled  corporation  tax  compliance. 

UNDERPAYMENT/ 
NON  FILING 

Collection.   Increase  the  collection  of  delinquent  accounts: 
enhance  case  selection  and  prioritization,  quicker  case 
assignment  and  accelerated  taxpayer  contact:  obtaining 
delinquent  returns  and  collecting  delinquent  taxes.    Use 
additional  document  matching  non-filer  leads. 

PROJECTED  REVENUES  FROM  FY  1995  TAX  GAP  INITIATIVES 


Fiscal  Year 

1995 

1996 

1997 

1998 

1999 

Outyears 

Total 

REVENUE 

331 

1,284 

2,240 

2.565 

2,759 

2,161 

1 1 ,340 

Additional  Personnel 

Question.  The  IRS  has  seen  a  marked  increase  in  the  number  of  employees  in  re- 
cent years,  over  40,000.  What  did  the  IRS  project  this  increase  in  personnel  would 
accomplish  and  what  has  actually  taken  place? 

Answer.  Over  the  last  decade,  IRS  employment  levels  have  gone  from  a  low  of 
82,857  full  time  equivalents  appropriated  oy  Congress  for  fiscal  year  1982  to  a  high 
of  117,000  FTEs  in  fiscal  year  1992.  In  the  mid-19808,  Congress  added  some  20,000 
FTEs  for  initiatives  designed  to  bring  in  additional  revenue  to  the  government,  col- 
lecting, among  other  things,  taxes  owed,  but  not  paid.  The  IRS  collected  gross  tax 
receipts  of  $1.12  trillion  in  1992,  an  increase  of  77  percent,  or  $488  billion,  over 
1982.  In  addition,  the  IRS  received  and  processed  204  million  returns  and  supple- 
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mental  documents,  and  answered  67  million  taxpayer  telephone  inquiries  in  1992, 
representing  a  20  and  205  percent  increase  over  1982,  respectively.  More  recently, 
the  IRS  has  requested  additional  resources  in  the  budget  for  such  initiatives,  but 
funding  was  either  not  appropriated  by  Congress  or  was  used  to  cover  unbudgeted 
labor  cost  increase,  e.g.,  locality  pay. 

In  addition,  IBS  has  added  staff  to  modernize  the  Nation's  tax  administration  sys- 
tem. The  current  information  systems  environment  is  antiquated,  having  been  de- 
signed in  the  1960*8,  with  the  result  that  both  taxpayers  and  IRS  employees  are 
drowning  in  a  sea  of  paper.  The  Tax  System  Modernization  effort,  aimed  at  alleviat- 
ing much  of  the  congestion  that  the  current  system  creates,  will  be  completed  dur- 
ing the  coming  decade. 

Since  fiscal  year  1992,  the  number  of  FTE  in  the  IRS  budget  has  been  steadily 
decreasing.  The  fiscal  year  1995  budget  request  currently  before  the  Congress  is 
109,656  FTEs.  It  contains  executive  order  personnel  reductions,  as  well  as  antici- 
pated productivity  savings  resulting  from  automation  efficiencies  associated  with  a 
variety  of  Tax  System  Modernization  projects. 

Inspection  FTE 

Question.  Please  provide  for  the  past  4  years,  and  projected  for  fiscal  year  1995, 
the  number  of  FTEs  for  Internal  Security  and  Internal  Audits.  Also  provide  a  break- 
down of  the  number  and  tjnpe  of  investigations  conducted  by  Internal  Security  over 
the  past  3  years. 

Answer. 


1 

FTE 

FY  1991 
Actuals 

FTE 

FY  1992 
Actttafe 

FY  1993 
Actuals 

FTE 

FY  1994 
Projected 

FfE      \ 

FY  1995  5 
Projeded  -i 

Internal  Audit 

691 

788 

752 

764 

726 

Internal  Security 

655 

675 

690 

682 

655 

Total,  lA  &  IS 

1,346 

1,463 

1,442 

1,446 

1,381 

,  Internal  Seesrity      |                                      LNVESTiGATIONfS                           '^MrA 

j         FY  1991                 FY  mn                ^J^^^H 

Criminal  & 
Misconduct 

2,769 

3,060 

3,021 

Backgrounds 

6,258 

6,763 

6,459 

TOTAL  CASES 
CLOSED 

9,027 

9,823 

9,480 

Keogh  Program 

Please  respond  to  the  following  questions  about  the  Keogh  Program: 
Question,  (a)  How  many  personnel  are  assigned  to  audit  Keoghs?  How  many 
hours  does  the  IRS  spend  auditing  Keoghs? 

(b)  What  has  been  the  findings  of  audits  of  Keogh  funds? 

(c)  What  is  the  amount  of  funds  that  have  been  recovered  from  Keoghs  due  to  au- 
dits? 

(d)  Where  are  the  original  Keogh  forms  kept? 

Answer,  (a),  (b)  and  (c).  The  IRS  does  not  assign  a  specific  number  of  personnel 
to  audit  Keogh-t3rpe  retirement  plans.  Nor  do  we  separately  track  our  examinations 
of  such  plans,  to  be  able  to  provide  answers  to  your  specific  questions.  Many  one- 

{)articipant  Keogh  plans  are  exempt  fi-om  filing  returns  at  all  when  plan  assets  are 
ess  than  $100,000  in  a  year. 
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Keogh  plans  are  plans  that  cover  self-employed  individuals  and  these  plans  can 
file  any  one  of  four  different  types  of  returns.  Keogh  plans  can  be  identified  by  a 
line  item  on  the  return  that  indicates  it  covers  a  self-employed  individual.  Following 
is  a  breakdown  for  the  1992  and  1991  filing  period  of  Keogh  plan  filers  by  return: 


Return 

5500 

5500-C 

5500-R 

Total 

1992  Returns 
filed 

358 

23.880 

35,878 

60.116 

1991  Returns 
filed 

2.643 

45.033 

52.345 

100,021 

The  Form  5500-EZ  is  filed  by  plans  with  only  one  participant  or  participant  and 
spouse.  These  returns  are  filed  by  both  self-employed  individuals  and  small  corpora- 
tions. These  only  need  to  be  filed  if  the  plan  has  more  than  $100,000  in  assets.  For 
1991,  200,927  were  filed  and  for  1992,  173,442  5500-EZ  returns  were  filed. 

We  do  have  audit  results  of  5500-EZ  returns,  but  it  is  important  to  remember 
that  these  returns  are  for  plans  of  small  corporations  as  well  as  self-employed  indi- 
viduals. 


1991                                             1992 

Total  Returns  examined 

1,907 

2.833 

Excise  Taxes  and  Penalties 
(assessed) 

$2,670,458 

$6,456,409 

The  number  of  1040  returns  that  indicate  Keogh  deductions  were  taken  is  quite 
substantial.  In  1992,  889,290  1040  returns  indicated  Keogh  contributions  (deduc- 
tions) of  over  $7  billion.  We  have  underway  a  non-filer  program  to  determine  wheth- 
er self-employed  individuals  who  claim  deductions  for  Keoghs  actually  have  quali- 
fied plans,  are  properly  filing  Forms  5500  when  required  £md  are  properly  determin- 
ing their  deductions. 

(d)  All  original  5500-EZ  forms  are  kept  at  the  Andover  Service  Center.  The  5500, 
5500-C  and  5500-R  returns  are  filed  and  kept  at  one  of  our  three  centralized  proc- 
essing sites  in  the  Brookhaven,  Memphis  or  Atlanta  Service  Centers. 

IRS  Audit  Reports 

Please  provide  the  following  IRS  Audit  Reports:  811104  October  1991;  620104  Oc- 
tober 1991;  920406  November  1991;  930105  October  1992;  330104  November  1992. 
(Reports  follow) 
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REVIEW  OF  CRIMINAL  INVESTIGATION  ACTIVITIES 
IN  THE  BALTIMORE  DISTRICTT 

DIGEST 

Criminal  Investigation  Division  (CID)  effectively  evaluated  cases  referred  from 
Examination  and  Collection  Divisions  and  furnished  detailed  feedback  on  rejected  cases. 
CID  provided  complete  information  when  referring  criminal  cases  for  potential  civil  action. 
Examination  and  Collection  Divisions  assigned  the  referred  cases  for  appropriate  action. 

Management  effectively  assessed  Internal  Audit  Abstracts  to  determine  if  the 
reported  conditions  existed  in  their  function.  Seized  assets  were  accurately  accounted  for, 
properly  safeguarded,  and  controlled  within  CID.  Seized  money  and  property  reports  were 
timely  prepared  and  procedurally  accurate.  Investigative  Imprest  Fund  assets  were 
accurately  accounted  for,  and  properly  safeguarded  and  controlled.  The  fund  was  used  for 
authorized  purposes,  and  internal  controls  were  adequate  to  deter  material  fraud  by 
employees. 

The  fund  balance  exceeded  average  monthly  usage,  however  it  was  regularly 
reviewed  by  management  to  ensure  consistency  with  the  District's  reasonable  needs  for 
authorized  and  planned  projects.  Special  agents  accurately  accounted  for  tax  returns  in 
their  custody  and  managerial  approval  was  secured  prior  to  requesting  returns. 
Management  complied  with  provisions  of  Policy  Statement  P-1-20  by  not  maintaining 
production  statistics  on  individual  employees. 

Controls  can  be  enhanced  in  the  following  areas: 

CID  should  notify  the  Regional  Fiscal  Management  Branch  of  the  acquisition  and 
disposition  of  seized  assets  (page  2). 

District  Compliance  Divisions  should  monitor  probation  cases  and  fully  implement 
Regional  procedures.  CID  did  not  timely  notify  Collection  and  Examination  Divisions 
to  begin  civil  action.  Collection  records  did  not  always  reflect  taxpayer  payments. 
Examination  did  not  update  the  tracking  database  or  notify  Collection  when  assess- 
ments were  made  (page  3). 

Examination  Division  could  improve  controls  over  criminal  prosecution  cases  with 
revenue  potential  referred  by  CID.  The  cases  were  not  established  on  the  Audit 
Information  Management  System  (AIMS)  and  Examination  could  not  determine  if 
the  cases  had  been  assigned  to  a  revenue  agent  (page  4). 


-  OFFICIAL  USE  ONLY  -  Page  i 


177 


Baltimore  Criminal  lovesligation  Division 


CID  did  not  always  evaluate  criminal  fraud  referrals  timely.  CID  requested  and 
received  extensions  of  time  to  evaluate  referrals,  however,  the  evaluations  were  not 
completed  within  the  extension  time  periods  (page  5). 

Management  agreed  with  the  need  for  improvement  in  these  areas  and  has  initiated 
corrective  actions.  The  management  response  is  surrmiarized  at  the  end  of  each  section  in 
the  report.  The  full  response  is  included  as  Attachment  III. 
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REVIEW  OF  CRIMINAL  INVESTIGATION  ACTIVITIES 
IN  THE  BALTIMORE  DISTRICT 

INTRODUCTION 

This  report  presents  the  results  of  our  review  of  Criminal  Investigation  Division 
(CID)  activities  in  the  Baltimore  District.  In  addition,  we  evaluated  the  effectiveness  of 
CID's  coordination  and  interaction  with  the  other  Compliance  Divisions.  We  performed 
the  review  from  June  1990  to  January  1991,  as  part  of  our  armucil  audit  plan.  The  review 
was  conducted  in  accordance  with  generally  accepted  government  auditing  standards. 

>.  The  Criminal  Investigation  Division  mission  is  to  foster  voluntary  compliance  and 
ensure  public  confidence  through  the  effective  enforcement  of  criminal  statutes  relative  to 
tax  administration  and  financial  crimes. 

AUDIT  OBJECTIVES  AND  SCOPE  OF  REVIEW 

The  objectives  of  our  review  were  to  determine  whether  management  coordinated 
the  District  fraud  program;  maintained  and  safeguarded  the  Investigative  Imprest  Fund;  and 
safeguarded  seized  money  and  property,  and  reponed  acquisitions  and  dispositions  timely. 
In  addition,  we  determined  if  management:  controlled  tax  returns;  responded  to  conditions 
reported  in  Internal  Audit  Abstracts;  and  conformed  to  Policy  Statement  P-1-20  by  not 
using  production  statistics  to  evaluate  employees.  Attachment  I  contains  our  detailed  audit 
objectives  and  scope  of  review. 

RESULTS  OF  REVIEW 

District  management  recognized  the  need  for  effective  coordination  of  the  criminal 
fraud  program.  CID  effectively  evaluated  cases  referred  from  Examination  and  Collection 
and  provided  detailed  feedback  on  rejected  cases.  CID  provided  complete  information 
when  referring  cases  with  potential  civil  action.  The  Examination  and  Collection  Divisions 
properly  assigned  these  cases  for  appropriate  action. 

CID  effectively  assessed  Internal  Audit  Abstracts  to  determine  if  the  reported  condi- 
tions existed  in  CID.  Management  analyzed  each  abstract  and  provided  timely  and  appro- 
priate responses  to  the  Director.  In  addition,  the  Chief,  QD  informed  CID  personnel  of 
reported  conditions  by  forwarding  abstracts  to  group  managers. 

Management  controls  over  seized  money  and  property  ensured  that  seizures  were 
properly  executed,  controlled,  and  documented  within  CID.  Seized  assets  were  physically 
accounted  for  and  reconciled  to  CID's  records.  Special  agents  timely  prepared  Seized 
Property  Reports  and  Special  Moneys  Reports  for  five  sampled  seizures.  The  reports  were 
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documented,  procedurally  accurate,  and  reviewed  by  group  managers  prior  to  submission 
to  the  Chief,  CID. 

Internal  controls  over  CID's  Investigative  Imprest  Fund  were  appropriate  to  deter 
material  fraud  by  employees.  An  unannounced  cash  count  of  the  fund  on  August  22,  1990 
accounted  for  the  authorized  balance  of  $25,000.  The  fund  balance  reconciled  to  the  bank 
balance  and  to  Regional  Fiscal  Management  records.  The  Reconciliation  of  Imprest  Fund 
is  included  as  Attachment  11. 

Management  monitored  the  fund  level  in  accordance  with  Special  Agent  Handbook 
guidelines.  The  handbook  allows  management  to  consider  anticipated  investigative  needs 
in  addition  to  actual  fund  usage,  as  required  by  the  Imprest  Fund  Handbook.  Although  the 
fund  balance  exceeded  Imprest  Fund  Handbook  guidelines,  which  are  based  upon  actual 
usage,  it  was  commensurate  with  the  District's  anticipated  investigative  needs.  This  level 
was  based  upon  past  experience  and  increased  emphasis  on  undercover  operations  requiring 
large  project  balances.  Management  regularly  reviewed  the  fund  level,  monitored 
authorized  project  balances,  and  projected  future  needs  based  upon  planned  projects. 
Appropriate  administrative  control  and  physical  security  was  maintained  over  the  fund 
records  and  assets.  In  addition,  two  different,  independent  employees  performed  quarterly 
fund  verifications  at  irregular  intervals  and  without  prior  notice. 

Special  agents  accounted  for  tax  returns  in  their  custody  and  managerial  approval 
was  secured  prior  to  requesting  returns.  Group  managers  performed  periodic  inventory 
validations  and  special  agents  provided  required  certifications  of  tax  returns  in  their 
inventory.  Proper  physical  security  was  maintained  over  the  returns.  Management 
complied  with  Policy  Statement  P-1-20  by  not  using  production  statistics  to  evaluate 
employees. 

CID  Should  The  Notify  Region  of  the  Acquisition  And  Disposition  of  Seized 

Assets 

Internal  Revenue  Manual  (IRM)  procedures  require  the  Chief,  CID  to  report  the 
acquisition  and  disposition  of  seized  property  and  money  to  the  Chief,  Regional  Fiscal 
Management  Branch.  Fiscal  Management  Branch  records  these  transactions  in  the  General 
Ledger.  CID  is  required  to  report  property  seizures  to  the  Regional  Forfeiture 
Coordinator,  who  maintains  a  record  of  seized  property.  Each  year,  the  coordinator  should 
forward  a  list  of  seized  property  on  hand  to  Fiscal  Management  Branch,  who  should 
reconcile  the  list  to  the  General  Ledger. 

CID  did  not  issue  the  required  reports  informing  the  Regional  Fiscal  Management 
Branch  of  the  acquisition  of  assets  in  the  five  sampled  seizures.  Also,  CID  did  not  notify 
the  Region  of  the  final  disposition  of  assets  for  one  of  the  seizures.  However,  the  Regional 
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Forfeiture  Coordinator  was  informed  of  the  acquisitions  and  dispositions  in  each  of  the 
sampled  seizures. 

Management  was  unaware  of  the  IRM  requirement  to  forward  copies  of  the  reports 
to  the  Regional  Fiscal  Management  Branch.  A  local  desk  procedure  omitted  the  Region 
from  a  secretary's  distribution  list  of  CID's  Seized  Property  Reports.  Without  notification 
of  acquisitions  and  disposals,  Regional  Fiscal  Management  Branch  cannot  maintain  accurate 
accounting  controls  over  seized  assets.  Also,  the  Fiscal  Management  Branch  cannot 
accurately  reconcile  the  Regional  Forfeiture  Coordinator's  listing  of  seized  property  on 
hand  to  the  General  Ledger. 

Management  Response 

Copies  of  all  Forms  141-A,  Seized  Property  Reports  were  forwarded  to  the  Chief, 
Regional  Fiscal  Management  Branch,  during  the  audit.  A  memorandum  was  also 
forwarded  to  the  Region  to  notify  them  of  final  disposal  of  all  seized  assets.  New 
procedures  have  been  disseminated  to  the  managers  and  special  agents  regarding  seizure 
and  forfeiture  actions.  In  addition,  the  Region  will  continue  to  monitor  this  item  during 
visitations  in  Fiscal  Year  1992. 

More  Effective  Coordination  Is  Needed  Over  Completed  Prosecution  Cases 

Management  recognized  the  need  for  effective  coordination  of  the  district  fraud 
referral  program.  Each  Compliance  Division  appointed  a  fraud  coordinator  and  the 
divisions  met  periodically  to  identify  and  remedy  fraud  coordination  concerns.  However, 
District  efforts  to  ensure  effective  coordination  of  completed  prosecution  cases  referred  for 
civil  action  were  not  always  effective. 

Compliance  Divisions  did  not  always  control  probation  cases 

Taxpayers  convicted  of  tax  fraud  may  be  sentenced  to  probation  conditioned  on 
payment  or  settlement  of  the  civil  liability.  The  IRM  requires  coordination  between  Com- 
pliance functions  to  ensure  that  CID  timely  notifies  the  United  States  Probation  Office  of 
taxpayers  noncompliance  with  the  probation  terms.  Examination  should  establish  the 
taxpayers'  civil  liabilities.  Collection  Special  Procedures  Branch  should  coordinate  col- 
lection actions  to  ensure  full  payment  is  made  in  compliance  with  the  probation  terms. 
Both  divisions  should  notify  CID  when  disposing  of  a  case  or  60  days  prior  to  expiration 
of  the  probationary  period,  whichever  is  earlier. 

Regional  management  established  an  automated  database  to  monitor  the  status  of 
cases  referred  by  CID.  The  regional  procedures  require  CID  to  notify  Collection  and 
Examination  Divisions  of  the   probation  terms  after  taxpayers  are   sentenced.     The 
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Compliance  Division  Chief  who  is  actively  involved  with  the  case  should  update  the 
database  and  follow  up  to  ensure  that  appropriate  and  timely  actions  are  taken.  Also, 
Examination  should  prepare  closing  documents  to  inform  Collection  when  an  assessment 
is  made  on  a  probation  case. 

District  Compliance  Divisions  did  not  ensure  that  controls  were  effectively 
implemented  to  properly  monitor  completed  prosecution  cases  that  contained  terms  of 
probation.  CID  did  not  timely  notify  Collection  and  Examination  Divisions  to  begin  civil 
action.  CID  did  not  issue  memorandums  to  Collection  and  Examination  Divisions  until  15 
months  after  taxpayers  were  sentenced  in  eight  of  14  sampled  cases.  CID  waited  until  they 
were  notified  by  the  Department  of  Justice  and  District  Counsel  that  all  criminal  matters 
were  concluded  before  advising  Examination  and  Collection  to  begin  civil  action. 

Collection  Special  Procedures  Branch  records  did  not  always  reflect  payments  made 
by  taxpayers  prior  to  being  assessed  by  Examination.  Collection  Special  Procedures 
Branch  records  did  not  show  that  taxpayers  had  made  payments,  before  Examination  made 
assessments,  in  eight  of  the  14  cases.  Collection  Division  management  did  not  fully  staff 
the  function  that  controlled  probation  cases.  District  and  regional  Examination 
management  decided  not  to  update  the  database  because  of  concerns  over  system's  design 
and  implementation. 

In  addition.  Examination  did  not  fully  implement  regional  procedures  to  control 
completed  cases.  They  did  not  update  the  database  to  reflect  the  status  of  referred  cases 
or  notify  Collection  when  assessments  were  made.  Examination  did  not  update  the  status 
of  the  14  cases  on  the  tracking  database.  Examination  made  assessments  in  two  of  the  14 
cases,  but  did  not  issue  memorandums  to  notify  Collection.  Also,  Examination  did  not 
provide  a  centralized  control  to  ensure  that  closing  memoranda  were  issued  after  assess- 
ments were  made. 

The  Compliance  functions  took  appropriate  action  to  assess  and  collect  additional 
taxes,  and  the  probation  period  had  not  expired  on  the  14  sampled  cases.  However, 
without  timely  and  accurate  information,  the  potential  exists  that  CID  would  not  notify  the 
U.S.  Probation  Office  of  taxpayer  noncompliance  with  the  probation  terms. 

Examination  Division  did  not  always  control  completed  prosecution  cases 

IRM  procedures  require  that  CID  notify  Examination  Division  when  the  criminal 
aspects  of  completed  prosecution  cases  have  been  concluded.  Examination  Division  should 
then  establish  the  cases  on  the  Audit  Information  Management  System  (AIMS)  and 
immediately  assign  the  cases  to  revenue  agents  for  resolution. 

Examination  Division  did  not  always  establish  controls  over  criminal  prosecution 
cases  with  revenue  potential.  Management  could  not  account  for  seven  of  26  sampled  cases 
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referred  by  CID.  CID  issued  memoranda  to  Examination  transmitting  the  seven  cases  and 
established  the  cases  on  the  tracking  database.  However,  the  cases  were  not  established 
on  the  AIMS  and  Examination  could  not  determine  if  the  cases  had  been  assigned  to 
Examination  groups.  In  four  of  the  seven  cases,  the  Special  Agent's  Report  contained 
computations  which  showed  an  additional  $199,000  in  taxes  and  penalties.  We  provided  a 
listing  of  the  seven  cases  to  Examination  Division  Management. 

Examination  management  did  not  assign  sufficient  priority  to  ensure  that  CID 
referrals  were  controlled  and  assigned  to  Examination  groups.  Without  adequate  controls 
over  referred  cases,  the  potential  is  created  for  taxpayer  noncompliance,  delayed  collection 
actions,  and  revenue  loss  to  the  government. 

Management  Response 

The  Regional  Office  revised  the  programming  of  the  automated  referral  tracking 
database  to  produce  more  useful  and  accurate  reports.  The  District,  in  coordination  with 
the  United  States  Probation  Office,  is  preparing  a  joint  Compliance  memorandum  detailing 
procedures  to  be  followed  in  cases  involving  conditions  of  probation.  Examination  Division 
is  establishing  procedures  to  process  closed  criminal  cases.  In  addition,  the  Region  will 
continue  to  monitor  this  item  during  visitations  in  Fiscal  Year  1992. 

CID  Did  Not  Always  Evaluate  Fraud  Referrals  Timely 

The  IRM  requires  CID  to  complete  the  evaluation  of  criminal  fraud  referrals  within 
20  workdays  after  receipt,  or  request  an  extension  of  time  from  the  referring  office. 
Baltimore  District  CID  initiated  a  proposal  for  a  Mid-Atlantic  Region  deviation  to  extend 
the  evaluation  period  from  20  to  30  workdays,  with  extensions  allowed  on  a  case  by  case 
basis.  The  deviation  was  granted  and  in  effect  from  October  1,  1990  through  June  30,  1991. 

CID  did  not  always  evaluate  criminal  fraud  referrals  timely.  Seven  of  40  randomly 
sampled  criminal  fraud  referrals,  referred  during  Fiscal  Years  1989  and  1990,  were  not 
evaluated  within  30  workdays.  Requests  for  extensions  of  time  to  evaluate  the  referrals 
were  requested  and  received  for  the  seven  cases.  However,  CID  did  not  complete  the 
referral  evaluations  within  the  extension  time  periods. 

Management  did  not  identify  untimely  referrals  because  reports  did  not  accurately 
reflect  evaluation  due  dates.  Fraud  Referral  Listing  Reports  included  inaccurate  due  dates 
because  of  a  programming  error  in  the  database.  Untimely  referral  evaluations  create  the 
potential  for  delays  in  the  initiation  of  criminal  investigations  or  the  resumption  of 
examination  or  collection  actions  against  taxpayers. 
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Management  Response 

The  error  in  the  automated  control  log  has  been  corrected.  Both  the  Chief,  and  the 
Assistant  Chief,  CID  continue  to  review  the  timeliness  of  referral  evaluations  during  the 
semi-annual  group  reviews.  Timeliness  of  referral  evaluations  will  continue  to  be  discussed 
at  CID  divisional  staff  meetings  and  group  meetings.  In  addition,  the  Region  will  continue 
to  monitor  this  item  during  visitations  in  Fiscal  Year  1992. 


Lr^ Richard  J.  Turner       ' 
\        Audit  Manager 
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ATTACHMENT  I 


DETAILED  OBJECTIVES  AND  SCOPE  OF  REVIEW 

The  overall  objectives  of  our  review  were  to  determine  whether  management 
coordinated  the  District  fraud  program;  maintained  and  safeguarded  the  Investigative 
Imprest  Fund;  and  safeguarded  seized  money  and  property,  and  reported  acquisitions  and 
dispositions  timely.  In  addition,  we  determined  if  management:  controlled  tax  returns; 
responded  to  conditions  reported  in  Internal  Audit  Abstracts;  and  conformed  to  Policy 
Statement  P-1-20  by  not  using  production  statistics  to  evaluate  employees. 

I.  To  determine  whether  fraud  referrals  from  Examination  and  Collection  Divisions 
were  properly  controlled  and  monitored  to  ensure  the  referrals  were  adequately  and  timely 
evaluated,  we: 

A-    Interviewed  the  fraud  coordinators  in  the  Compliance  Divisions  regarding  the 
evaluation  of  fraud  referrals; 

B.  Selected  a  sample  of  60  fraud  referrals  (20  accepted  criminal,  20  declined 
criminal,  20  civil)  to  determine  the  timeliness  of  evaluation,  and  ; 

C.  Reviewed  the  selected  referrals  to: 

1.  Determine  if  the  referrals  were  evaluated  by  the  CID  fraud  coordinator  and 
the  referral  reports  were  properly  prepared; 

2.  Determine  whether  civil  referrals  were  evaluated  within  ten  workdays  and 
criminal  referrals  were  evaluated  within  20  workdays,  the  appropriate 
Division  Chief  was  notified  if  the  referrals  were  accepted  or  declined  for 
investigation,and  the  reason(s)  for  the  declination; 

3.  Determine  whether  extensions  of  time  were  secured  for  civil  and  criminal 
referrals  not  evaluated  within  ten  or  20  workdays,  respectively; 

4.  Verify  that  requests  for  extensions  were  made  in  writing,  addressed  to  the 
referring  office,  signed  by  the  Chief  or  Assistant  Chief,  and  routed  through 
the  Chief  of  the  referring  division; 

5.  Evaluate  the  reasons  for  extensions; 

6.  Determine  whether  the  rejected  referrals  were  reviewed  and  approved  by  the 
Chief,  CID,  and; 

7.  Determine  whether  accepted  referrals  were  assigned  to  a  special  agent  for 
investigation  or  surveyed  by  the  Chief,  CID  within  60  days. 

II.  To  determine  whether  CID  referrals  for  potential  civil  action  (prime  leads)  were 
properly  prepared,  adequately  controlled,  effectively  evaluated,  and  substantive  feedback 
was  provided  to  management,  we: 
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A-  Interviewed  the  Chief,  CID  and  the  CID  fraud  coordinator  regarding  the  control 
and  refeiral  of  prime  leads  to  Examination  and  Collection  Divisions; 

B.  Interviewed  the  Examination  and  Collection  fraud  coordinators  regarding  the 
methods  for  controlling  and  evaluating  prime  leads; 

C.  Selected  a  sample  of  26  prime  leads  referred  to  Examination  and  Collection 
Divisions  to  determine  if  CID  forwarded  the  prime  leads  via  referring  memo- 
randa which  conform  to  IRM  criteria; 

D.  Determined  if  accepted  prime  leads  were  promptly  assigned  and  worked,  and 
evaluated  the  adequacy  of  the  feedback  provided  to  CID  by  Examination  and 
Collection  Divisions; 

E.  Evaluated  the  reasons  for  rejecting  prime  leads,  and  the  adequacy  of  the 
^  feedback  provided  to  CID,  Examination  and  Collection  Divisions,  and; 

F.  Determined  whether  the  Chief,  CID  maintained  adequate  records  of  prime  leads 
referred  to  the  Examination  and  Collection  Divisions;  and  verified  that  the 
Chief,  Examination  timely  submitted  referral  reports  to  CID,  which  reconciled 
to  CID  records,  in  compliance  with  IRM  criteria. 

m.  To  determine  whether  completed  criminal  prosecution  cases  referred  to  the 
Compliance  Divisions  were  tracked  to  ensure  that  all  civil  taxes,  penalties  and  interest  were 
assessed  and  collected,  and  that  cases  with  terms  of  probation  were  monitored  so  that  the 
U.S.  Probation  Office  was  notified  of  defendant  noncompliance,  we: 

A.  Interviewed  the  fraud  coordinators  in  the  Compliance  Divisions  regarding 
accurate  and  timely  coordination  between  divisions; 

B.  Selected  a  sample  of  26  completed  criminal  prosecution  cases  (12  non-probation, 
14  probation),  and  determined  whether  all  required  information  was  input  to  the 
automated  tracking  database  by  CID  and  updated  by  Examination  or  Collection 
Divisions; 

C.  Determined  whether  Examination  Division  established  the  cases  on  AIMS  and 
assigned  them  to  revenue  agents.  Also,  we  determined  whether  assessed  cases 
were  referred  by  Examination  via  transmittal  memoranda  to  Chief,  Collection 
Division; 

D.  Determined  whether  Collection  Division  assigned  the  cases  to  a  revenue  officer 
upon  receipt  from  either  CID  or  Examination; 

E.  Determined  whether  the  Chief,  CID  timely  forwarded  all  criminal  matters  to  the 
Chiefs,  Examination  or  Colleaion  Divisions  via  transmittal  memoranda,  upon 
disposition  of  the  criminal  aspects  of  the  investigations,  and; 

F.  Reviewed  the  selected  sample  of  14  probation  cases  to: 

1.  Determine  whether  the  Chief,  CID  properly  notified  the  Chiefs,  Examination 
and  Collection  of  those  taxpayers  placed  on  probation; 

2.  Determine  whether  CID  provided  for  input  of  TC  910's  (Intelligence  Hold), 
and  ensured  the  TC  910's  were  not  released  until  all  probation  terms  were 
satisfied; 
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3.  Determine  whether  taxpayers  who  have  yet  to  complete  their  probation 
sentence  were  complying  with  all  probation  terms; 

4.  Determined  whether  the  Chiefs,  Examination  and  Collection  informed  the 
Chief,  CID  of  case  status  by  forwarding  memoranda  reports  in  accordance 
with  IRM  and  regional  timeliness  standards,  and; 

5.  Determine  whether  the  Chief,  CID  reported  taxpayers  who  did  not  meet  the 
terms  of  their  probation  to  the  U.S.  Attorney,  U.S.  Probation  Officer  and/or 
District  Counsel. 

rV.       To  determine  the  effectiveness  of  CID's  responses  to  Internal  Audit  Abstracts  issued 
dyring  fiscal  years  1989  and  1990,  we: 

A.  Interviewed  the  Staff  Assistant,  Resources  Management  Division  to  determine 
the  number  and  subject  matter  of  abstracts  pertaining  to  CID; 

B.  Interviewed  the  Chief,  CID  regarding  procedures  followed  in  response  to 
abstracts  and  the  methods  used  to  ensure  identified  control  weaknesses  did  not 
exist  in  Baltimore  District; 

C.  Identified  36  abstracts  pertaining  to  CID  from  Fiscal  Years  1989  and  1990  and 
ensured  that  CID  responded  to  each  identified  condition,  and; 

D.  Evaluated  the  adequacy  and  timeliness  of  CID's  responses  to  the  14  abstracts 
issued  during  Fiscal  Years  1989  and  1990  which  related  to  the  objectives  under 
review. 

V.        To  determine  whether  seized  money  and  property  were  adequately  accounted  for 
and  properly  controlled,  we: 

A.  Determined  whether  CID  managers  conducted  effective  reviews  to  ensure  that 
seizures  were  properly  executed,  controlled,  and  documented; 

B.  Reviewed  all  five  closed  seized  money  and  property  reports  for  calendar  years 
1989  and  1990  for  adequate  documentation  and  procedural  accuracy,  and 
ensured  acquisitions  or  dispositions  of  seized  money  and  property  were  timely 
reported  to  Fiscal  Management  Branch; 

C.  Determined  whether  two  Declaration  of  Forfeiture  forms,  were  timely  prepared 
and  forwarded  to  the  Assistant  Regional  Commissioner  (Criminal  Investigation) 
and  the  Chief,  Facilities  Management  Branch; 

D.  Determined  whether  Special  Moneys  Reports  were  prepared  for  seized  money 
and  whether  all  money  was  timely  deposited; 

E.  Determined  whether  seized  property  was  properly  appraised  by  three 
disinterested  appraisers  to  ensure  the  property  was  controlled  in  the  General 
Ledger  at  the  appraised  value; 

F.  Determined  whether  money  and  property  released  to  the  owners  were  properly 
approved  by  the  Chief,  CID  and  that  receipts  were  obtained  from  the  owners; 
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G.  Determined  whether  the  Seized  Property  Report  and  Special  Moneys  Report 
were  prepared  by  the  special  agents  who  effected  the  seizures  and  approved  by 
their  group  manager  prior  to  submission  to  the  Chief,  CID.  Also,  we 
determined  whether  final  disposition  of  the  seized  property  and  money  was 
reported  to  Fiscal  Management  Branch  by  memorandum  from  the  Chief,  CID, 
and; 

H.  Verified  and  accounted  for  seized  assets  and  determined  whether  proper 
physical  controls  were  maintained  over  the  assets. 

yi.  To  determine  whether  Investigative  Imprest  Fund  assets  were  accurately  accounted 
for,  properly  safeguarded,  used  for  authorized  purposes,  maintained  at  a  practical  level,  and 
internal  controls  were  adequate  to  deter  material  fraud  by  employees,  we: 

A.  Performed  an  unannounced  cash  count  of  the  fund  which  included:  verification 
of  subvouchers,  confirmation  of  outstanding  advances  and  reimbursement 
vouchers  in  transit,  and  comparison  to  regional  records;  and  reconciliation  of  the 
fund  to  the  bank  balance  and  MAR  Fiscal  Management  records; 

B.  Obtained  the  checkbook  balance  from  the  bank,  any  checks  cleared  since  the 
last  statement,  and  copies  of  the  authorized  signature  cards.  .\lso,  the  bank 
signature  cards  were  compared  to  the  fund  records  maintained  by  the  cashier 
and  alternate; 

C.  Evaluated  physical  security  over  the  fund  records,  and  determined  whether  safe 
combinations  were  changed  as  required,  and  adequate  separation  of  duties 
existed; 

D.  Ensured  that  quarterly  independent  verifications  were  timely  and  properly 
conducted  during  Fiscal  Years  1989  and  1990; 

E.  Reviewed  a  sample  of  ten  Cashier  Reimbursement  Voucher  and  Accountability 
Reports  and  related  subvouchers  issued  during  October,  1989  through  July,  1990 
and  ensured  they  were  properly  prepared,  approved,  and  adequately 
documented; 

F.  Reviewed  a  sample  of  seven  advances  to  special  agents  secured  during  the  audit 
period  to  determine  whether  they  were  properly  authorized,  approved  and  timely 
expended  or  returned; 

G.  Reviewed  the  cashier's  records  for  Fiscal  Year  1990  to  determine  whether 
authorizations  were  properly  approved  and  timely  secured  prior  to  disbursement 
of    funds,    authorized    project    amounts    were    not    exceeded,    and    fund 
accountability     reports  were  accurately  and  timely  prepared,  and; 

H.    Determined  whether  the  fund  was  maintained  at  the  lowest  practical  level. 

VII.  To  determine  whether  controls  were  adequate  to  account  for  tax  returns  in  the 
selected  groups,  and  proper  managerial  approval  was  received  prior  to  requesting  tax 
returns,  we: 


OFFICIAL  USE  ONLY  -  Page  4 


188 


Baltimore  Criminal  Investigation  Division 


A.  Interviewed  the  Chief,  CID  and  two  group  managers  regarding  the  procedures 
for  controlling  and  accounting  for  tax  returns,  and  approving  orders  for  tax 
returns; 

B.  Selected  a  sample  of  142  tax  returns  in  the  custody  of  CID  personnel  from  the 
records  of  the  Chief,  CID  and  reconciled  the  selected  returns  to  the  actual 
returns  in  the  possession  of  the  special  agents; 

C.  Selected  a  sample  of  65  tax  returns  in  the  possession  of  two  special  agents  and 
reconciled  the  selected  returns  to  the  control  records  of  the  Chief,  CID; 

D.  Reviewed  management's  required  semi-annual  reconciliation  of  tax  returns 
charged  to  CID,  and; 

E.  Evaluated  controls  over  the  142  sampled  tax  returns  to  ensure  statutes  were 
•^                protected. 

VIII.  To  determine  whether  group  managers  complied  with  the  provisions  of  Policy 
Statement  P-1-20,  we  selected  a  sample  of  four  employee  performance  folders  to  evaluate 
whether  group  managers  are  maintaining  production  rates  by  individuals. 
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ATTACHMENT  II 


REVIEW  OF  CRIMINAL  INVESTIGATION  ACTIVITIES 
IN  THE  BALTIMORE  DISTRICT 

RECONCILIATION  OF  IMPREST  FUND 


1.  Amount  of  fund  advanced  as  of  7/26/90  $25,000 

2.  Amount  of  increase  and/or  decrease 

3.  Amount  of  Imprest  Fund  $25.000 

4.  Accounted  for  as  follows: 


a.  Cash 

- 

b.  Uncashed  checks  on  hand 

. 

c.  Interim  receipts  on  hand 

- 

d.  Subvouchers 

$1,000 

e.  Reimbursement  vouchers  in  transit 

• 

f.  Cash  in  bank 

24,000 

5.  Total 

6.  Difference,  if  any 

$25.000 
-0- 
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memorandum 

date:     ^EPUnm 

to:  Regional  Inspector 
Mid-Atlantic  Region 

rom:  Regional  Commissioner 

Mid-Atlantic  Region  Z^/'     A     .  j^ 

ject:  Response  to  Draft  Internal  Audit  Report  -  Review  of  the 

Criminal  Investigation  Activities  in  the  Baltimore  District 

On  August  22,  1991  this  office  received  a  response  from  the 
Baltimore  District  Director  (see  attached)  regarding  the  above 
Internal  Audit  Report.   Please  be  advised  that  the  Criminal 
Investigation  Division  has  taken  corrective  action  on  seized 
money  reports  (Forms  141-A)  and  the  timely  evaluation  of  fraud 
referrals. 

With  respect  to  the  protection  of  revenue  on  closed  criminal 
cases,  both  the  Examination  and  Collection  Divisions  have 
corrected  software  problems,  relating  to  the  automated 
tracking  system;  and  useful  management  reports  can  now  be 
produced. 

Please  be  advised  that  we  will  continue  to  monitor  these  items 
during  our  visitations  in  Fiscal  Year  1992. 

If  you  have  any  questions  regarding  this  matter,  please  do  not 
hesitate  to  contact  me. 
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merrsorandgini 


ate:  AUG  2  0  1331 

^0'   Regional  Commissioner 
Mid-Atlantic  Region 


om:   District  Director 
Baltimore  District 


.':;  WIG  22  Fa2M4 


ect:   Response  to  Draft  Internal  Audit  Report  -  Review  of  the  Criminal 
Investigation  Division 

This  is  in  response  to  the  July  30,  1991  draft  of  the  above 
cited  Internal  Audit  Report.  Attached  are  the  responses  to  each 
of  the.  issues.  The  responses  are  in  the  format  described  in  IRM 
(10)222. 


Attachments 


H.  J.  Hightower 
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Identity  of  Recommendations/Finding:  cid  did  not  notify  Region  or 
the  Acquisition  and  Disposition  of  Seized  Assets. 

Assessment  of  Cau.^ej;:  a  local  desk  procedure  deleted  tha 
requirement  to  send  a  copy  of  Forms  141-A,  Seized  Moneys  Report,  to 
the  Chief,  Regional  Fiscal  Management  Branch.  This  decision  was 
made  at  the  time  the  "tear  apart"  distribution  of  the  revised  Fonn 
141-A  deleted  the  copy  to  the  Chief,  Regional  Fiscal  Management 
Branch. 

Corrective  Actions:  /During  the  audit,  copies  of  all  Forms  141-A  were 
made  and  were  forwarded  to  the  Chief,  Regional  Fiscal  Management 
Branch.  A  memo  was  also  forwarded  notifying  the  region  of  final 
disposal  of  all  as.sets./  New  procedures  have  been  disseminated  to 
the  managers  and  special  agemts  relative  to  correct  procedure  in 
seizure  and  forfeiture  actions. 

Implementation  Date: 

Completed  X  Proposed        


Hesponsible  Official:      chief,    criminal   Investigation  Division 


FOR  OFJICIAL  US2  CiriY 


193 


II 


1 1 


Identity  of  ReCOmmcndntion/Finding:   More  effective  coordination  i 
neede'd  over  completed  prosecution  cases.   Compliance  Divisions  di 
not  always  control  probation  cases.   Examination  Division  did  no;-, 
always  control  completed  prosecution  cases. 

Assessment  of  Causes:  CID  did.  not  notify  the  Examination  aik' 
Collection  Divisions  to  proceed  until  closing  memoranda  wiir<: 
received  from  the  Department  of  Justice  and/or  District  Counsel. 
The  referred  to  regional  tracking  data  base  had  programming 
problems  and  did  not  produce  accurate  reports  which  could  be  ui;eci. 
by  management.  The  draft  report  states  that  Collection  Division 
records  did  not  always  reflect  case  assignments  including  seven  o-'; 
fourteen  files  sampled. 

Corrective  Actions:  The  regional  office  has  corrected  the  data  base. 
problem  and  useful  managemflnt  reports  can  now  be  produced.  Th*.". 
district  is  preparing  a  joint  compliance  memo  laying  out  procedure:^ 
to  be  followed  in  cases  involving  conditions  of  probation.  Thes«: 
procedures  are  being  coordinated  with  U.S.  Probation  Office.  The 
draft  audit  report  makes  reference  to  cases  not  being  assigned  to 
revenue  officers.  This  is  true  because  the  cases  sampled  had  not 
yet  had  assessments  placed  on  the  accounts.  The  accounts  wern 
being  controlled  by  the  Collection  Division  Special  Procedures 
Branch  and  were  to  be  assigned  to  a  field  revenue  officer  after 
assessments  had  been  made.  As  cited  in  the  draft  report  "Thp. 
Compliance  functions  took  appropriate  action  to  assess  and  collecu 
additional  taxes,  and  the  probation  period  had  not  expired  on  tho 
14  sampled  cases".  Examination  Division  is  establishing  proceduror, 
to  process  closed  criminal  cases. 

Implementation  Date:  The  DIR-DAL  on  condition  of  probation  case.-, 
will  be  completed  by  9-30-91.  The  automated  tracking  syst(.;m  is  nov? 
operational  and  capable  of  producing  reports. 

Responsible  Officials;  chief,   cid 

Chief,    Examination  Division 
Chief,    Collection  Division 
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Identity  of  Recommendations:  CID  Did  Not  Always  Evaluate  Fraud 
Referrals  Timely. 

Assessment  oF  Causes:  a  programming  error  in  an  automated  control 
file  caused  incorrect  dates  to  appear  on  reports.  Six  of  the  seven 
late  referrals  were  from  outlying  posts  of  duty.  Four  of  the  seven 
late'  referrals  were  from  the  same  group. 

Corrective  Actions:  The  error  in  the  automated  control  log  has  been 
corrected.  Both  the  Chief  and  Assistant  Chief  continue  to  review 
timeliness  of  referral  evaluations  during  their  semi-annual  group 
reviews.  Timeliness  of  referral  evaluations  have  been,  discussed, 
an<3  will  continue  to  be  discussed  as  necessary,  at  division  staff 
meetings  and  group  meetings. 

Tmplementntion  Date: 

Completed  X  Proposed 


Responsible  Official:      chief,    criminal   Investigation  Division 
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REVIKW  OF  CRIMINAL  INVESTIGA1  ION  ACIIVITIES 
IN  INK  HKOOKI.YN  DISIKICT 
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DIGEST  ii 
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SUMMARY  2 

C()iurt)Is  Over  the  liivesiigative  Imprest  Fund  2 

Controls  Over  Seized  Property  and  Moneys  4 

Recordkeeping  and  Control  Over  Investigative  Equipment  7 

Case  Management  Review  and  Documentation  9 
Attachment  A  -  INVES  IIC.A  IIVE  IMPREST  FUND  RECONCILIATION 
Attachment  B  -  DETAILED  OBJECIIVES  AND  SCOPE  OF  REVIEW 
Attachment  C  -  RESPONSE  FROM  REGIONAL  COMMISSIONER 
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REVIEW  OF  CRIMINAL  INVESTIGATION  ACriVintS 
IN  THE  IJROOKLYN  DISTRICT 

DIGEST 

The  Criminal  Invesligalion  Division  used  the  investigative  imprest  fund  for 
intended  purposes  in  su|)porl  of  criminal  investigations.    Undercover  projects  in  our 
review  were  properly  approved  and  adequately  run  and  monitored.    We  did  not  identify 
any  instances  of  fraud  or  misuse  of  properly. 

Tests  of  control  procedures  in  otlier  Criminal  Investigation  activities  identified 
^areas  where  management  attention  and  stronger  controls  are  warranted  to  improve 
operations  and  to  ensure  adherence  to  prescribed  procedures  and  instructions.    The 
following  are  examples  of  conditions  that  occurred  as  a  result  of  identified  control 
weaknesses:    There  was  an  imbalance  in  the  fund  of  $212  that  went  undetected  through 
quarterly  verifications  over  a  four  year  period;  14  kilos  of  cocaine  were  surrendered  to 
the  Drug  Enforcement  Agency  without  obtaining  a  receipt  at  the  time  of  the  transfer; 
the  administrative  accounting  control  record  for  seized  moneys  showed  a  zero  balance 
between  October  1  and  Decemlier  1,  1989  when  actual  cash  on-hand  totaled  $574,600; 
property  control  cards  had  not  been  maintained  for  210  of  719  items  of  investigative 
eciuipment  on-hand;  investigative  workplan.s  and  group  manager  quarterly  reviews  of 
investigative  cases  were  eitlier  not  made,  not  timely  made,  or  were  not  documented  as 
required. 

Management  needs  to  increase  its  involvement  to:  strengthen  controls  over  the 
investigative  iin|)rcsl  fund  in  all  respects  of  its  operations  including  the  unannounced 
(juarterly  verifications;  ensure  that  all  items  of  property  and  moneys  seized  are  properly 
accounted  for  ihrougli  increased  reporting  and  accounting;  improve  recordkeeping  and 
control  over  investigative  equipment;  and,  enhance  the  effectiveness  of  ca.se  development 
and  management  reviews  and  their  documentation. 
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KKVIi:\V  or  CKIMINAI,  INVKSIIGATION  ACIIVI IIKS 
IN  THE  IlKOOKLVN  DISIKICl 

INIRODUCriON 

This  report  presents  the  results  of  our  review  of  Criminal  Investigation  Activities 
in  the  Brooklyn  District.    We  initiated  the  review  as  part  of  our  regularly  scheduled 
audit  coverage.    Our  audit  procedures  were  conducted  in  the  I9eadi|uarters  Office  I'lid 
Posts  of  Duty  at  Sinithtown,  Garden  City  and  Rego  I'ark,  New  York  from  May  1990  to 
August  1991  in  accordance  uith  generally  accepted  government  auditing  standards. 

^  In  siijiport  of  the  mission  of  the  Service,  Criminal  Investigation  is  responsible  for 

|)romoting  voluntary  coniplianco  with  tax  laws  and  ensuring  public  confidence  through 
effective  enforcement  (»f  criminal  statutes  relative  to  tax  administration  and  financial 
crimes.    In  doing  so,  it  identifies  significant  areas  of  willful  taxpayer  noncompliance  with 
lax  laws;  investigates  possible  criminal  violations  of  the  tax  laws;  and,  reconuuends 
prosecution,  when  warranted,  to  create  the  broadest  possible  im|iact  on  the  compliance 
attitude  of  the  taxpayer  public. 

oMiKci ivi:s  AN!)  scoi'i:  OK  Ki:vii:\v 

The  purpose  of  the  audit  was  to  evaluate  key  systems  of  management  and 
internal  control  in  the  operations  of  the  Criminal  Investigation  Division.    The  specific 
audit  objectives  were  (o  delerinine  whether: 

(1)  Ihe  investigative  imprest  fund  is  authorized,  accurately  accoimted  for,  properly 
used,  and  physically  safeguarded  against  lo.ss  and  embezzlement. 

(2)  Pro[)erty  and  moneys  seized  arc  reported,  controlled,  accounted  for  and 
adequately  safeguarded. 

(3)  Investigative  equipment  is  physically  safeguarded,  accurately  accoimted  for,  and 
under  sufficient  record  control  to  deter  and  detect  illegal  use  or  embezzlement  of 
the  equi|)mcnt. 

(4)  Cases  with  the  best  prosecution  potential  are  selected  and  developed  in 
compliance  with  prescribed  Service  guidelines. 

(5)  Undercover  operations  are  properly  approved,  adequately  nuuiitorcd,  and  carried 
out  in  compliance  with  Service  guidelines. 

Our  audit  tests  covered  the  period  from  October  I,  I9H9  to  February  28,  1991.    A 
detailed  description  of  our  audit  coverage  can  be  found  in  Attachment  B. 
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KKSUI.TS  OF  REVIEW 

SUMMARY 

Overall,  Criminal  Investigation  management  used  the  investigative  imprest  fund 
for  intended  purposes  in  support  of  Criminal  Investigations.    Our  review  of  key  control 
procedures  in  the  Division  showed  that  controls  are  adequate  to  ensure  that  undercover 
projects  are  properly  approved  and  adequately  carried  out  and  monitored.    We  did  not 
identify  any  instances  of  fraud  or  misuse  of  property. 

We  also  identified  several  areas  where  more  management  involvement  and 
tighter  controls  are  needed  to  improve  operations  and  to  ensure  that  required 
l)rocedures  and  instructions  are  followed.    Management  attention  is  warranted  to: 

o  Strengthen  controls  over  the  investigative  imprest  fund  in  all  aspects  of  its 

operations  including  the  unannounced  quarterly  verifications; 

0  Increase  the  reporting,  controlling,  accounting  and  safeguarding  of  property  and 

moneys  seized; 

o  Improve  recordkeeping  and  control  over  investigative  e(|uipmenl;  and 

o  Increase  the  c|uality  of  case  review  documentation. 

The  following  are  the  details  of  the  above  weaknesses  and  the  conditions  that 
resulted  from  them. 

Controls  Over  Ihc  Invcsllgntive  Imprest  Fund 

Fiscal  Management  Branch  is  responsible  for  maintaining  accounts  in  the  general 
ledger  for  imprest  funds  as  the  official  administrative  accounting  records  of  amoimts 
advanced  to  cashiers.   The  cashier  is  fully  accountable  for  all  funds  and  is  responsible 
for  the  adequacy  of  the  documentation  of  imprest  fund  rectirds. 

1  he  Chief,  Criminal  Investigation  Division  is  required  tt)  maintain  the  imprest 
fund  at  the  lowest  practical  level  and  should  ensure  that  interest  earned  on  funds 
advanced  from  the  National  Office  for  special  operations  (recoverable  funds)  is  sent  to 
the  Chief,  Resources  Management  Division  for  transmittal  to  the  General  Fund.   The 
Chief  should  also  ensure  that  all  keys  and  combinations  arc  properly  maintained  to 
effectively  control  access  to  the  locked  containers.    At  least  once  each  calendar  t|iiarier 
an  unannounced  cash  verification  should  be  performed  by  two  independent  employees. 
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Tlic  verification  sliould  include  any  advances  lo  (lie  alternate  cashier  and  llie  timing 
should  not  be  prcdictal)le. 

In  our  review  of  management  and  internal  controls  over  the  investigative  fund  we 
made  the  following  observations  about  the  fund  o|)eralions: 

o  Our  unannounced  verification  of  the  fund  on  May  31,  1990  disclosed  an  overage 

of  $191.22  (see  Attachment  A).    Part  of  the  overage  consisted  of  a  $212 
imbalance  whicii  existed  since  August  1986  and  resulted  from  a  security  deposit 
rebate  that  was  not  remitted  to  Fiscal  Manageinent  Branch  as  reciuired. 

,o  Tiie  amount  of  the  fund  was  not  maintained  at  the  lowest  practical  level  and 

consisted  primarily  of  cash.    Cash  on  hand  amounted  lo  $8,471  of  the  $9,198. 

o  Imprest  Fund  records  were  not  always  adequately  prepared  or  documented.   The 

ciisliier  reimbursed  subvouchers  whicii  were  inadcc|uateiy  supported  and  did  nol 
cancel  claims  and  supporting  documentation  to  prevent  re-use. 

o  Controls  and  accounting  for  imprest  funds  were  not  in  accordance  with  Manual 

provisions  and  records  were  not  accurate  nor  reliable.    From  March  1987  to 
September  1990,  $16,404  of  $30,878  advanced  by  the  cashier  was  extended  one  to 
15  months  in  small  increments  amounting  to  $26,430  without  proper 
documentation,    liach  month  the  cashier  recorded  the  advances  as  returned  and 
reissued  when,  in  fact,  the  advances  were  never  returned.    Only  the  paper>Aork 
was  processed.    The  cashier  also  lost  control  over  $5,027  in  imprest  funds  from 
January  1989  to  May  1990  because  transfers  of  $2,952  between  special  agents 
were  not  documented  through  the  cashier  and  the  cashier  advanced  $2,075 
without  an  interim  receipt. 

o  Security  and  safeguards  over  confidential  information,  cash  boxes,  keys  to  casli 

boxes  and  the  safe  combination  need  to  be  improved.    Imprest  fund 
documentation  identifying  a  confidential  informant  was  stored  in  a  cabinet 
accessible  by  the  secretary  to  the  Chief,  CII).   The  cabinet  was  unlocked  during 
duty-hours  and  was  not  under  the  secretary's  observation  at  all  limes.   The  safe 
combination  change  was  nol  always  changed  as  required.     The  alternate  cashier's 
casiibox  and  key  were  stored  in  the  cashier's  desk.    During  non-duty  hours,  the 
keys  to  the  cashier's  cashbox  were  locked  in  the  desk.   The  unit  manager  had 
access  lo  the  Cashier's  desk.    Security  copies  of  the  keys  to  the  cashier's  or 
alternate  cashier's  cash  box  were  not  maintained.   The  security  copy  of  the  safe 
combination  was  in\propcrly  packaged  and  Form  4032  (Security  Container 
Information)  was  nol  used. 
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o  Recoverable  funds  earned  interest  of  $5,891.    Tlie  interest  was  not  jirnporly  nor 

timely  remitted.    During  tlie  eleven  months  after  the  completion  of  the  project. 
$5,838  was  remitted  to  National  Office  and  Fiscal  Management  Hranch.     The 
remaining  interest  was  used  to  offset  additional  expenses,  wliich  is  prohibited. 
These  additional  expenses  were  not  reported  to  the  Assistant  Commissioner  (CI) 
as  required. 

o  Unannounced  cash  verifications  were  not  always  made  and,  when  made,  were  not 

always  timely.    Verifications  since  February  19H9  did  not  accurately  nor 
adequately  report  on  the  condition  of  the  Fund.    Verifiers  reported  "Cash  In 
Bank"  wiien  tlie  Fund  did  not  inaintain  bank  accounts  and  verifiers  incorrectly 
,  reported  the  maximum  autliorized  amount  of  the  Fund. 

Management  was  not  sufficiently  aware  of  imprest  fimd  procedures  or  adequately 
involved  on  a  regular  basis  to  ensure  tlie  efficient  and  effective  operation  of  the  Fund. 
In  addition,  Fund  verifiers  were  not  familiar  enough  with  procedures  for  conducting 
verifications  to  ensure  an  effective  and  efficient  verification  of  the  fund. 

Weaknesses  in  imprest  fund  control  procedures,  including  physical  security 
safeguards,  contribute  to  an  environment  in  whicli  there  is  a  potential  for  disclosure  of 
sensitive  information  and  for  the  mismanagement,  loss,  theft  or  abuse  of  imprest  funds. 
The  shortcomings  identified  in  accounting  and  administrative  records  anil  controls  also 
create  the  potential  for  inaccurate  financial  reporting. 

Management  Response 

The  Regional  Commissioner  agreed  to  the  facts  and  look  corrective  action. 
I'ormal  training  for  Investigative  lm|)rest  Fund  cashiers  and  alternate  cashiers  has  been 
requested.    Proper  procedures  have  been  insliluted  by  the  cashier  for  extensions  of 
advances.    Both  the  cashier  and  alternate  cashier  were  instructed  not  to  act  on 
subvouchers  not  ai)pr()ved  by  the  Division  Chief.    Memorandums  to  the  field  provided 
instructions  to  pro|)er!y  process  subvouchers  and  for  the  proper  use  and  accounting  for 
interest  earned  on  recoverable  funds.    Branch  Chiefs  will  monitor  the  performance  of 
the  verifications  of  recoverable  and  non-recoverable  funds.   A  "tickler  file"  will  be 
maintained  to  ensure  timely  fund  verifications. 


Controls  Over  Seized  Properly  and  Moneys 


The  Manual  provides  instructions  and  procedures  for  the  seizing,  reporting, 
safeguarding  and  final  disposition  of  properly  and  moneys  seized  for  judicial  or 
administrative  forfeiture.    In  June  1987,  National  Office  issued  procedural  guidelines  for 
the  seizing  and  forfeiting  of  property  u.sed  in  certain  currenq^  tran.saclions  and  money 
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humdering  schemes.    The  Manual  does  not  provide  nor  does  tlie  District  require  similar 
instructions  and  procedures  for  any  other  type  of  seizure  such  as  those  made  (m  behalf 
of  the  Department  of  Justice  (Grand  Jury  cases),  or  seizures  made  for  evidentiary 
purposes.    Prudei't  management  and  internal  control  practices  would  dictate  that  all 
seizures  be  reported  and  controlled  when  made  by  the  Internal  Revenue  Service  and  for 
which  the  Ser\'ice  can  be  potentially  liable. 

We  reviewed  23  seizure  cases  which  contained  items  of  mcmctary  value.     There 
were  70  items  of  property  and  moneys,  including  $612,176  in  cash,  on-hand  or  disposed 
of  between  October  1,  1989  and  September  18,  1990.    We  made  the  following 
obser\'ati()ns: 

o  There  was  a  breakdown  in  the  reporting  and  controlling  of  property  and  moneys 

seized: 

o  Fiscal  Management  Branch's  General  Ledger  account  balance  for  special 

moneys  showed  a  zero  balance  as  of  October  1  and  December  1,  1989 
whereas  actual  moneys  on-hand  totaled  $574,598.40. 

o  Nine  of  the  23  seizures  consisted  of  13  items  of  property  and  money, 

including  $535,330  that  involved  money  laundering  transactions,  14  kilos  of 
cocaine,  ami  drug  paraphernalia  and  records.    All  reports  and  forms  used 
to  identify  the  property  and  money,  verify  the  money  count,  and  report  the 
seizure  to  the  various  levels  of  management  were  not  always  timely 
prepared,  controlled,  and  distributed  as  required.     For  example, 
management  did  not  forward  to  the  Assistant  Regional  Coinnussioner 
(Criminal  Investigation)  the  Seized  Property  Reports  for  three  seizures, 
and  none  of  the  nine  reports  were  forwarded  to  Fiscal  Management 
Branch  as  rei|uired.    in  these  nine  cases  special  agents  prepared  S|)ecial 
Money  Reports  between  399  and  773  calendar  days  after  the  seizures  were 
made;  and,  in  seven  of  the  nine  cases,  special  agents  prepared  Seized 
Property  Reports  between  22  and  276  calendar  days  after  the  seizures 
were  made. 

o  Fourteen  of  the  23  seizures  involved  57  items  of  property  and  moneys 

including  cash  totaling  $76,846.    Twelve  seizures  were  made  on  behalf  of 
the  United  States  Attorney  (Grand  Jury  cases);  and,  two  seizures  were 
made  for  evidentiary  purposes.    Although  district  procedures  did  not 
require  reporting,  four  seizures  consisting  of  computer  equipment  and  cash 
of  $10,468  were  reported.    The  remaining  It)  seizures  were  not  reported. 
These  consisted  of  computer  equipment,  typewriters,  pistols,  yellow  metal 
bars,  clear  stones  and  $66,378  in  cash. 
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Special  agents  iin|)roperly  removed  seized  property  and  moneys  incliiiliiig 
$434,649  in  cash  from  tlic  judicial  district  of  seizure  in  five  of  tlie  23  seizures. 

The  District  established  an  unauthorized  interest  bearing  bank  savings  account  fur 
$535,330  in  seized  moneys  (that  were  not  required  for  evidence),     l-rom  April 

1988  to  February  1990  interest  earned  and  credited  monthly  totaled  $54,428. 
Whereas  the  District  should  have  renjilted  the  interest  monthly  to  Fiscal 
Management  Branch  as  earned.  District  forwarded  the  interest  twice,  in  October 

1989  and  again  in  March  1990. 

Special  agents  did  not  issue  receipts  for  property  and  moneys  seized  in  nine 
consent  searches  that  involved  13  items  including  $535,330  in  cash,  property 
appraised  at  $1,5<M),  14  kilos  of  cocaine  and  drug  paraphernalia  and  records.     In 
four  search  warrant  seizures,  special  agents  did  not  document  the  case  files  to 
show  that  a  copy  of  the  search  warrant  was  left  with  the  person  from  whom 
seized  or  on  the  premises  from  where  seized.   'Ihcse  seizures  involved  25  items 
including  $17,5(M)  in  cash,  and  unappraised  personal  properly. 

The  disposition  of  19  items  involving  $572,908  in  cash,  drug  parapliernalia  and 
drug  records,  14  kilos  of  cocaine,  and  "clear  diamond  like  stones"  was  not  always 
authorized,  nor  receipted  for,  nor  were  the  required  forms  used  for  receipts. 
Reports  of  the  disposition  were  not  always  issued  nor  timely  issued  nor  was  the 
proper  distribution  of  the  reports  made.    For  example: 

Special  agents  disposed  of  drug  paraphernalia  and  drug  records  without 
authorization  and  without  witnesses;  surrendered  cocaine  to  the  Drug 
Enforcement  Agency  without  a  receipt  being  obtained  at  the  time  of  the 
transfer,  and  returned  the  "clear  stones"  without  a  proper  receipt.    As  a 
result  of  these  and  other  dispositions  not  being  reported,  the  general 
ledger  accoimt  as  of  November  30,  1990  reflected  a  balance  of  $422,800 
when  it  should  have  been  zero. 

Review  of  the  23  cases  showed  that  in  10  cases  involving  $535,330  in  cash, 
personal  property  and  contraband,  the  required  "chain  of  custody"  record  was  not 
maintained  and  that  property  and  moneys  were  not  always  adequately  identified 
or  packaged. 

Group  managers  did  not  adequately  safeguard  seized  moneys  totaling  $3,436 
(three  seizures)  because  they  stored  the  moneys  in  their  gun  safes  instead  of  in 
the  Teller's  vault  or  in  a  safe  deposit  box. 

Quarterly  information  reports  to  the  ARC(CI)  were  required  to  be  documented 
beginning  with  the  December  1989  report.   The  December  1989  and  June  1990 
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reports  were  doainiciileil  but  were  iu)l  accurate  and  the  Marcli  IWO  report  could 
not  be  located. 

These  conditions  existed  because  the  Manual  lacked  specificity  and  the  District 
did  not  require  special  agents  to  report  property  and  moneys  seized  for  other  than 
judicial  or  administrative  forfeiture.    Conse(|uenlly,  seizures  were  not  reported  when 
made  on  behalf  of  the  Department  of  Justice  (Grand  Jury  case)  or  to  obtain  evidence. 
The  District  did  not  report  seizures  of  computer  equipment  storing  financial  data 
because  these  items  were  considered  financial  records  not  having  monetary  value.   The 
Manual  did  not  provide  instructions  for  the  processing  of  contraband.    Management  was 
not  sufficiently  involved  to  ensure  that  Manual  and  National  Office  instructions  were 
adhered  to. 

When  seizures  are  not  properly  reported,  management  is  hindered  in  performing 
its  control  and  oversight  responsibilities,  including  maintenance  of  the  administrative 
accounting  control  as  an  accurate  and  reliable  financial  record.    When  documentation  is 
improper,  and  identification  of  and  safeguards  over  seized  property  are  inadequate,  the 
potential  for  loss,  theft  and  misuse  of  pro|)crty,  adverse  publicity,  and  liability  of  the 
Service  increases. 

Nhiiia[;ement  Response 

The  Regional  Commissioner  agreed  to  the  facts  and  took  corrective  action,    [n 
July  1991  the  Manual  was  revi.sed.    Now,  Form  4008  (Seized  l'ro|)erty  Report)  is 
required  for  seizures  relating  to  potential  forfeitures  and  is  not  re(|uired  for  property 
seized  as  evidence.    When  determined  forfeited.  Form  4(K)8  will  be  required  and  will  be 
forwarded  by  the  Chief,  CID  to  District  Counsel.    I.ocal  procedures  will  be  implemented 
requiring  all  seizures  (prior  and  sul)se(|uent  to  October  .11,  l99I)to  be  reported  to  the 
Chief,  CID.    All  managers  have  been  alerted  to  be  totally  familiar  with  Manual  Sections 
945(1  to  9459.    Branch  Chiefs  will  ensure  that  group  managers  are  notified  of  the 
necessity  to  report  the  storage  of  seized  property;  maintain  a  "tickler  file"  to  ensure 
notification;  and  will  periodically  check  for  compliance.    Moneys  stored  in  gun  safes  will 
be  transferred  to  a  bank  safe  deposit  box. 

Recordkeeping  and  Conlrol  Over  Invcsligulivc  Kqiiipnicnl 

The  property  custodian  for  investigative  equipment  is  responsible  for  maintaining 
equipment  records  in  sufficient  detail  to  show  identification,  assignment  and  cotidition  of 
accountable  equipment.    Form  1931  (Transfer/Receipt  of  Personnel  Property)  is  to  be 
used  to  authorize  and  document  the  transfer  of  properly  between  offices  and  to/from 
other  Federal  agencies.    Form  1930  (Custody  Receipt  for  Government  Properly)  is  to  be 
used  for  accountability  when  property  is  issued  to  an  employee  for  use  in  the  field. 
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Projierly  card  NAR  Form  4-36  (Investigative  Equipment  Control  Card)  is  tlie  District's 
primary  inventory  record.    In  exercising  control  over  properly,  no  one  individual  should 
control  all  key  aspects  of  a  transaction  or  event.    Duties  and  responsibilities  should  he 
segregated  between  authorization,  procurement,  custody  and  review  to  ensure  llial 
proper  checks  and  balances  exist. 

In  (he  Dislricl,  investigative  equipment  in  the  custody  of  Criminal  Investigation 
Division  is  grouped  into  two  property  categories,  those  being  investigative  e(|uipment 
(including  firearms),  and  technical  ecjuipment.    Different  properly  custodians  control 
each  properly  group.    The  Chief,  Criminal  Investigation  [division  maintains  a  computer 
database  recording  the  assignments  of  all  equipment.    Our  review  of  procedures  for 
controlling  investigative  equipment  identified  several  weakness  in  accounting  for  and 
^controlling  property  items.    We  made  the  following  observations: 

o  The  District  could  not  maintain  a  complete  file  of  source  documents  (invoices 

and  transfer/receipt  forms)  since  there  was  no  retention  requirement  prior  to 
1980.    Since  1980,  433  items  of  equipment  were  acquired.    We  could  not  locate 
tlie  source  documents  for  25  items,  the  majority  of  which  were  expensive 
electronic  e(|uipmcnl.    Without  source  documents  there  is  a  potential  for  items 
not  being  recortlcd  and  accounted  for  by  managenient. 

o  The  District  did  not  have  accurate  records  of  its  inventory.    '!"hc  primary 

inventory  control,  NAK  Form  4-36,  was  nol  maintained  for  210  of  the  719 
equi|)ment  items  on  hand.    All  custom-made  bulletproof  vests  (97)  and  "beepers" 
(102)  were  nol  carded. 

o  Custody  cards  were  generally  accurate  and  maintained  in  good  condition  with 

only  1 1  discrepancies  noted  for  ihe  498  assigned  items,  six  of  which  involved  five 
weapons.  Control  over  these  five  weapons  was  maintained  through  NAR  Forms 
4-36. 

o  In  conirolling  investigative  equipment,  the  Chief,  CID  utilizing  source  documents, 

maintained  an  informal  computer  listing  (database)  of  the  assignment/location  of 
all  C(|uipmcnt.    Updating  the  database  enabled  the  Chief  to  review  all  equipment 
transactions  and  to  sign  as  the  receiving  employee  kn  receipts.    However,  llie 
"updating"  did  not  remedy  a  lack  of  separation  of  duties  between  the  processing 
and  recording  of  equipment  transactions  because  the  custodians  actually  received 
the  equipment,  verified  the  receipts  and  maintained  the  primary  inventory 
records. 

Custodians  did  not  prepare  properly  cards  for  the  custom-made  bulletproof  vests 
and  beepers  because  of  their  individuality  and  nontransferability.  Management  felt  ihey 
were  sufficiently  involved  in  the  receiving  proce.ss  so  that  there  was  no  lack  of 
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segregation  of  duties  and  that  the  Chief,  CID  was,  in  fact,  the  receiving  official. 
Management  did  not  ensure  lliat  all  procedures  were  followed  for  the  proper 
accountability  of  all  equipment. 

The  identified  control  weaknesses  affect  the  adequacy  of  the  recordkeeping  for 
investigative  equipment  and  increase  the  potential  for  loss,  theft  or  misuse  of  equipment. 

Management  Response 

The  Regional  Commissioner  agreed  to  the  facts  and  took  corrective  action.    New 
procedures  are  being  implemented  that  require  Branch  Chiefs  to  receive  all  equipment 
•  and  not  accept  any  equipment  without  an  originating  (source)  document.   Iliey  will 
physically  inspect  all  new  equipment,  compare  it  to  the  source  document  and  sign  the 
source  document.    Source  documents  will  be  forwarded  to  the  Cliief,  CID.    The 
equipment  will  be  forwarded  to  the  custodian  who  will  prepare  NAR  Forms  4-36  for  the 
equipment.    NAR  Form  4-36  will  be  prepared  for  each  item  of  e(|uipmeni  in  inventory. 
All  managers  and  the  custodian  will  be  advised  of  these  procedures.    Branch  Chiefs  will 
conduct  periodic  follow-ups  to  ensure  that  the  corrective  actions  have  been  effectively 
implemented. 


Case  Management  Review  and  Docunicntaliun 

Within  30  calendar  days  after  a  case  is  assigned  to  a  special  agent,  the  special 
agent  and  the  group  manager  are  required  to  prepare  an  investigative  workplan  for  the 
case.    Form  6085,  Investigative  Workplan,  is  to  be  used  for  this  purpose,   liie  workplan 
should  contain  those  actions  that  are  expected  to  be  completed  during  the  next  90 
calendar  days.   Then,  before  the  90-day  period  expires,  the  group  manager  is  required  to 
review  with  the  special  agent  the  progress  made  toward  accomplishing  the  workplan.    At 
this  time,  they  should  revise  it  to  show  the  steps  that  arc  to  be  completed  during  the 
upcoming  90-day  period.   Quarterly  case  reviews  are  to  be  conducted  and  documented 
on  Form  6083,  Group  Manager's  Case  Progress  Record,  every  90  days  until  a 
determination  can  be  made  concerning  the  potential  of  the  investigation. 

Our  review  of  case  management  procedures  identified  several  control  weaknesses 
in  the  case  management  process,  as  follows: 

o  Group  managers  were  not  always  documenting  their  investigative  workplans. 

Workplans  were  not  prepared  or  were  not  locatable  for  1 1  of  the  25  case  files  in 
which  they  were  required. 

o  Group  managers  prepared  workplans  for  14  cases;  however,  in  12  of  the  14  cases. 
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workplans  were  nol  always  liniely  prepared  witliin  3(1  days  afler  assigiimeni     Tor 
tliese  12  cases,  workplans  were  prepared  six  lo  129  days  beyond  llie  3()-day 
standard. 

0  Group  managers  did  not  always  perform  reviews  within  every  quarterly  activity 

period.    In  seven  of  the  12  closed  cases  reviewed,  group  managers  did  not 
perform  reviews  for  11  of  24  quarterly  periods  required  to  he  reviewed.    In  six  of 
the  13  open  cases,  group  managers  did  not  perform  reviews  for  nine  of  the  31 
quarterly  periods.    Twenty-two  of  the  quarterly  reviews  performed  in  11  cases 
were  not  documented  on  Form  6083  as  required. 

^o  Group  managers  did  nol  perform  or  did  not  timely  perform  quarterly  reviews 

ranging  from  one  day  lo  133  days  i)eyond  the  90  day  period  for  54  quarters  (22 
cases). 

Management  did  nol  ensure  that  all  required  workplans  and  group  manager 
quarterly  reviews  were  made  and  properly  documented.    Periodic  reviews  by  Branch 
Chiefs  were  not  adequate  in  addressing  tliese  issues. 

Workplans  and  quarterly  reviews  by  group  managers  are  a  major  component  of 
the  system  of  controls  to  ensure  the  timeliness  and  quality  in  the  development  of 
criminal  investigation  cases.    Weaknesses  in  the  planning  and  review  process  reduce 
management's  ability  to  effectively  and  efficiently  i.uploy  resources,  lo  monitor  program 
accomplishments  and  to  evaluate  sjiecial  agents'  performance. 

Management  Response 

Tlie  Regional  Commissioner  agreed  lo  the  facts  and  look  corrective  actions. 
Group  managers  have  been  directed  lo  prepare  and  document  investigative  case 
workplans  on  Form  6085  and  lo  conduct  quarterly  case  reviews  timely.    Branch  Chiefs 
will  verify  these  actions  during  their  operational  reviews.    In  addition,  group  managers 
have  been  directed  lo  expedite  case  discontinuance  reports  lo  avoid  delays  between  the 
final  quarterly  reviews  and  the  closing  of  the  case. 


Richard  T.  Hayes 
Audit  Manager 
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AUacliiiiCiit  A 
INVIiSTIGATIVli:  IMI'KlLSTi-UNI)  KLCONCIIJATION 

Dale  uf  Kccoiicilialioii:    May  31,  1990 

Period  of  Audil:    Seplcnibcr  17,  1984  to  May  31.  1990 

Maximum  Funil  Authorized:  S9, 198.31 

Amount  of  Fund  Advanced:  $9,198.31 

a)^Currcncy  and  Coins  $8,470.52 

b)  Uncaslicd  Reimbursement  Checks  0.00 

c)  Advances  Outstanding  297.05 

d)  Subvouchers  on  Hand  5.00 

e)  Reimbursement  Vouchers  in  Transit  404.96 

f)  Miscellaneous  Check  in  Transit  212.00 

Total  Accounted  Tor:  $9.389.53 

Difference  (overage):  $    191.22* 

•       'i  he  overage  occurred  as  follows: 

Regional  Office  Fiscal  Management  Branch  erroneously 

permitted  the  Fund  to  retain  a  $212  security 

deposit  rebate  which  was  expensed  in  1986.  $212.00   Overage 

Fund  contained  both  an  interim  receipt 

and  an  una|)provcd  subvoucher  for  $4.00.  4.00   Overage 

A  May  1988  overage  of  22  cents  was  never 

remitted  for  deposit.  -22   Overage 

The  June  1989  reported  loss  of  $25 

was  not  yel  adniinislrativcly  forgiven.  i  25.00)  Shortage 

Total:  S  191.22   Overage 

In  addition,  a  counterfeit  $20  bill  was  identified,  removed  and  replaced  with 
genuine  currency  under  instructions  from  Internal  Security. 
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Anachnient  B 

dilTailei)  ohieciives  and  scoi'e  of  review 

The  purpose  of  the  audit  was  to  evaluate  key  systems  of  management  and  internal 
control  in  the  operations  of  the  Criminal  Investigation  Division.    We  considered  the 
effectiveness  of  controls  to  I)  deter  and  detect  material  fraud,  2)  ensure  that  Service 
policies  are  efficiently  carried  out  to  produce  desired  program  results,  3)  physically 
safeguard  and  accurately  account  for  assets,  and  4)  ensure  compliance  with  all  legal 
requirements.    Our  audit  tests  were  conducted  in  the  Headquarters  office  and  Posts  of  Duty 
at  Sniilhtown,  Garden  City  and  Rego  Park,  New  York  and  covered  the  period  October  1, 
1989  through  February  28,  1991. 

The  specific  audit  objectives  were  as  follows: 

Objective  (1):  To  determine  if  the  investigative  imprest  fund  was  authorized, 

accurately  accounted  for,  properly  used,  and  physically  safeguarded 
against  loss  or  embezzlement,  we: 

A.  Verified  cashier  designations  and  the  authorized  fund  amount  to  Standard  Form 
(SF)  211,  Request  For  Change  or  Establishment  of  Imprest  Fund,  and  to  the 
General  Ledger  Account. 

B.  Made  an  unannotmced  verification  of  the  fund.    Verified  that  there  was  continuous 
accountability  over  the  fund  during  our  audit  period  by  analyzing  all  changes  in 
cashier  designation  and  fund  balance.    Ascertained  that  interest  earned  on  imprest 
funds  was  promptly  forwarded  to  Fiscal  Management  Branch  for  deposit.    Reviewed 
Fiscal  Management  Branch's  log  hook  of  miscellaneous  receipts/deposits  and 
ascertained  the  dale,  type  and  payer  of  funds  received  from  the  investigative  fund 
and/or  special  agents.    Confirmed  with  special  agents  outstanding  amounts 
advanced  at  the  time  of  our  cash  verification  of  the  investigative  imprest  fund. 
Verified  that  these  funds  were  not  re-advanced  to  other  employees,  except  advances 
for  undercover  operations. 

C.  Verified  the  existence  of  the  recoverable  investigative  advances  for  undercover 
operations  and  reconciled  to  National  Office  records. 

D.  Scheduled  all  SF-1 164,  Claims  For  Reimbursement  of  Expenditures  on  Official 
Business,  for  the  audit  period. 

E.  Verified  that  all  expenditures  were  supported  by  receipts  or  statements  in  lieu  of 
receipts;  were  made  in  connection  with  open  cases  or  projects  having  appropriate 
prior  approval;  were  classified  into  the  correct  sub-object  codes;  and  were  cancelled 
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when  paid.    We  confirmed  any  questionahle  receipts  wiili  third  parties. 

I".     Verified  that  claimed  expenditures  did  not  exceed  authorized  amounts  for  eacli  case 
or  project  and  lliat  the  casliier's  records  accurately  reflected  amounts  authorized 
and  expended  for  each  case  or  project. 

G.    Reviewed  all  Forms  2507,  Receipt  for  Money-Cashier  Advance  Fund,  showing 
moneys  advanced  to  special  agents  and  determined  wlielher  they  were  properly 
approved,  made  as  close  as  possible  to  the  anticipated  date  of  expenditure,  properly 
receipted  when  all  or  part  of  the  advance  was  returned,  and  extended  by  proper 
approval  if  outstanding  for  more  than  31  days. 

"•       11.    Verified  that  the  fund  was  maintained  at  the  lowest  practical  level:    Scheduled  all 
disbursements  during  the  audit  period.   Calculated  the  total  amount  expended,  the 
average  monthly  expenditure  and  the  highest  monthly  ex|)enditures  and  determined 
whether  the  fund  was  at  a  practical  level. 

I.      Observed  the  facilities  used  to  store  the  fund  and  fund  records.    Verified  tliat  only 
the  cashier  had  access  to  the  fund.    Ascertained  that  safe  combinations  were 
clianged  when  appropriate.    Ascertained  that  the  cashier  was  an  employee  whose 
duties  did  not  require  making  or  approving  investigative  expenditures. 

J.      Verified  that  quarterly  independent  verifications  were  conducted  at  irregular 

intervals  by  two  disinterested  parties  and  that  the  same  two-member  team  did  not 
perform  successive  verifications. 

K.    Determined  whether  imprest  funds  or  expenditures  for  undercover  operations  were 
embezzled  by  employees. 

1.  Verified  that  the  same  expenditure  was  not  reimbursed  more  than  once  by 
comparing  all  SF-1164,  Claims  For  Reimbursement  of  Expenditures  on  Official 
Business,  paid  through  the  investigative  imprest  fund,  to  claims  for 
reimbursement  processed  through  the  small  purchases  imprest  fund  and 
Regional  Office. 

2.  Determined  whether  payments  made  to  or  on  behalf  of  confidential  informants 
were  proper.   Specifically,  we  reviewed  all  Forms  1165,  Receipt  of  Cash,  and 
ascertained  that  the  informant  and  two  special  agents  signed  the  receipts. 

Objective  (2):  To  determine  if  investigative  equipment  was  physically  safeguarded, 

accurately  accounted  for,  and  under  sufficient  record  control  to  deter 
and  detect  illegal  use  or  embezzlement  of  the  e(|uipment,  we: 
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A.  Ascerlained  wlietlicr  field  offices  were  mairnaiiiing  an  inventor^'  of  sensitive 
equipment: 

1.  Physically  ()l)served  tlie  area  during  our  review  and  ascertained  if  sensitive 
items  were  present. 

2.  Discussed  with  division  management  whether  any  consensual  monitoring 
activities  took  place  during  the  period  under  review. 

3.  Determined  if  sensitive  equipment,  after  use,  was  returned  to  National  Office. 

B.  Ascertained  if  inventory  was  commensurate  with  current  needs: 

1.  Discussed  with  District  management  their  need  for  investigative  equipment. 

2.  Determined  if  division  conducted  their  in-deplii  review  of  investigative 
equipment  and  advised  the  Regional  Office  as  to  items  no  longer  required, 
items  needing  replacement,  and  additional  equipment  needs. 

C.  Determined  whether  assets  were  physically  safeguarded,  accurately  accounted  for 
and  that  records  and  controls  were  reliable. 

1.  Physically  observed  the  areas  and  containers  where  investigative  and  technical 
ecjuipment  was  stored. 

2.  Verified  and  compared  s(»urce  documents,  NAR  Form  4-36,  Forms  1930.  Forms 
1931  to  each  other  and  to  the  computer  listing  of  investigative  equipment  and 
determined  the  condition  uf  the  division's  inventory  records. 

3.  Performed  a  physical  verification  of  a  random  sample  of  139  inventoiy  items 
assigned  to  the  Headquarters  Office  and  Posts  of  Duty  at  Smithtown,  Garden 
City,  and  Rego  Park,  New  York.     Compared  the  results  to  the  inventory 
records. 

4.  Reviewed  the  division's  inventory  reports  and  determined  if  the  required 
inventories  were  performed. 

5.  Reviewed  the  division's  procedures  for  reporting  the  loss,  theft,  destruction,  or 
transfer  of  investigative  equi|)ment. 

6.  Reviewed  the  division's  sign-out  custody  records  and  ascertained  whether  items 
used  were  properly  accounted  for. 
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7.      Verified  thai  an  ade(|iiate  separation  of  duties  existed  between  the  actions  of 
requesting,  receiving,  assigning,  and  retiring/destroying  e(|ui|)nient. 

Ohieclive  (3):  To  determine  if  cases  witit  the  best  potential  are  selected  and 

developed  in  compliance  with  prescribed  Service  quidelines,  we: 

A.    Discussed  with  management  their  procedures  for  initialing  and  selecting  cases  for 
criminal  investigation. 

13.     Identified  and  evaluated  the  Division  Chiefs  and  group  manager's  controls  to 
ensure  prompt  and  effective  case  completion: 

■*  1.     Reviewed  the  Division  Chiefs  operational  reviews  of  the  groups  for  fiscal  year 

1990. 

2.     Evaluated  group  managers'  involvement  in  case  development  through  a  review 
of  the  adniini.strative  case  files  of  13  cases  open  as  of  November  30,  1990  and 
12  cases  closed  during  our  audit  period.    Determined  whether  investigative 
workplans  were  timely  prepared  and  docimienied  and  whether  group  manager's 
quarterly  reviews  were  timely  made  and  documented. 

Objective  (4):  To  determine  if  undercover  operations  were  properly  approved, 

adequately  monitored,  and  run  in  compliance  with  Service  guidelines, 
wc: 

A.    Reviewed  the  request  for  the  one  undercover  operation  that  was  on-going  during 
FY  1990. 

H.     Determined  whether  there  were  any  deviations  from  the  slated  objectivc(s)  after 
the  request  was  approved  and  whcllier  the  deviations  were  properly  approved. 

C.  Ascertained  if  tlie  operation  was  adequately  monitored. 

D.  Determined  whether  cover  documents  were  properly  obtained,  used,  and 
maintained. 

Objective  (5):  To  determine  wiielher  seized  properly  and  moneys  were  accounted  for 

and  adequately  safeguarded,  we: 

A.    Reviewed  records  and  reports  of  seized  properly  and  moneys  maintained  by  the 
Chief,  CID,  Special  Agents'  case  files.  Regional  Office  Fiscal  Management  Branch 
and  the  Assistant  Regional  Commissioner(CI).    Ascertained  timeliness  of  the 
reporting. 
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U.     Reviewed  23  seizure  cases,  excluding  seizures  of  financial  reconls,  uliicli  cotisislcd 
of  70  iiein(s)  of  |)ers()nal  properly  and  moneys  that  were  oii-liaiu!  or  di><|)osed  of 
during  (he  audit  period  Ocl()l)er  1,  1989  lo  the  date  of  our  review.    Physically 
inventorir-d  13  seizures  on-liand  wliicli  consisted  of  51  iteni(s)  of  properly  and 
moneys.    Reconciled  the  property  and  moneys  to  district  and  regional  records  and 
deleriiiined  whether  they  were  properly  controlled,  timely  reported,  and  adequately 
safeguarded. 

C.  Identified  any  seized  property  and  moneys  that  did  not  remain  within  the  judicial 
district  of  seizure. 

D.  Deternuiied  whether  the  final  disposition  of  seized  properly  and  moneys  was  timely 
reported  to  Fiscal  Management  Branch. 

U.    Ascertained  if  Forms  1570  (Declaration  of  Forfeiture)  and  Forms  141-A  (Special 
Moneys  Report)  for  property  and  moneys  forfeited  were  prepared  hy  the  District 
and  fonvarded  to  the  ARC(CI)  and  Chief,  l~acilities  Management  Branch. 
Ascertained  if  forfeited  moneys  were  timely  deposited. 

F.  Determined  whether  properly  and  moneys  released  to  the  owners  were  properly 
approved  hy  (he  Chief,  CID  and  that  receipts  were  ohtained  froin  the  owners. 

G.  Determined  whether  special  agents  issued  receipts  to  (he  person  from  uhom  (he 
proper(y  and  money  were  seized. 

II.    Iden(ified  any  proper(y  and  moneys  released  (o  U.S.  Marshals  (judicial  f()rfei(ure) 
or  donated  to  charitable  organizations  and  ascertained  that  they  were  properly 
accounted  for. 

I.      De(ermined  whedicr  interest  earned  on  the  savings  account  es(al)lished  to  safeguard 
seized  moneys  was  promptly  transferred  (o  (he  Regional  Office  for  deposit. 

J.      Determined  whether  the  chain  of  custody  for  seized  property  and  moneys  was 
maintained  and  recorded  as  required  hy  the  Manual. 
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dale:     A'-^  '  >  '991 

to:   Regional  InspecLm  1 

from:   Regional  Commissioner  RC 


Allachmcnl  C 


) 


subject:   internal  Audit  Repoit:   Criminal  Investigation  Division 

Brooklyn  District 

Attached  is  the  response  to  the  Draft  Internal  Audit  Report 
entitled  "Review  of  Criminal  Investigation  Activities  in  the 
Brooklyn  District"  datorl  August  1,  1991.   In  accordance  witli 
IRM  1289,  we  are  providing  the  reasons  the  conditions  occurred, 
tlie  corrective  actions  taken  or  planned,  the  completion  dates 
or  expected  completion  dates  of  each  corrective  action  taken 
or  planned,  tlie  Field  Office  officials  responsible  for  the 
j  iiipl  ciiic-nt  at  i  on  and  luonitoLing,  as  well  as  the  Regional  Office 
follow-up  officials  who  will  assure  that  all  corrective  actions 
liave  been  accomplished  in  the  manner  and  time  frame  agreed. 
Each  condition  cited  in  the  report  is  provided  as  a  separate 
page  to  facilitate  Field  and  Regional  Office  follow-up. 

If  your  staff  has  any  questions,  Regional  Internal  Control 
Officer  Terry  Hall  can  be  contacted  at  (212)  264-8481. 


/I 


ICorhelius   J.    Co|eipin 
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FIIIDIHG   II 

Ident  itv   of  Recommendat  ion/Finding; 

Stronger  controls  are  needed  over  the  investigative  inifuusL  fund 
in  all  aspects  of  its  operations. 

Assessment  of  Cause  (s)  : 

Management  was  not  s>jf  f  icient  ly  aware  of  imprest  fund  procedures 
to  ensure  the  efficient  and  effective  operation  of  the  fund.   In 
addition,  fund  veiifiers  were  not  familiar  enough  with  proceduies 
for  conducting  verifications  to  ensure  effective  and  efficient 
verification  of  the  fund. 

Correct i  ve  So  tut  ion  (s)  : 

The  cashier  and  alternate  have  been  verbally  instructed  that  they 
must  not  act  on  any  subvouchers  which  have  not  been  approved  by 
the  Division  Chief.   In  addition,  a  comprehensive  memorandum  to 
all  group  managers,  issued  April  15,  1991,  included  instructions 
tliat  all  subvouchers  must  be  sent  to  the  Division  Chief's  office 
for  approval  atid  not  directly  to  the  cashier. 

The  correct  procedures  to  be  followed  with  respect  to  extensions 
of  advances  have  been  instituted  by  the  cashier.   A  comprehensive 
memorandum,  dated  March  27,  1991,  was  issued  to  the  field  which 
set  foitli  the  proper  procedures  to  be  followed. 

Ihe  correct  procedures  with  respect  to  the  proper  use  ai)(i 
accounting  of  the  interest  eatneu  on  Recoveiable  Funds  weie  fully 
addressed  in  the  meiiioi  anduin  whicli  was  issued  to  the  field  on  Apt  i  I 
15,  1991  . 

To  ensure  that  fund  verifications  are  performed  as  required,  the 
Branch  Chiefs  will  monitor  the  performance  of  verifications  for 
both  recoverable  and  non-iecoverable  funds.   In  addition,  a 
"tickler"  file  will  be  maintained  to  ensure  that  fund 
verifications  are  perfoimed  on  a  quarterly  basis  as  required. 

Formal  training  for  tlie  Investigative  Imprest  Fund  cashiers  and 
alternates  has  been  re<)uesled  through  the  office  of  tiie  AKC  (i:i). 
The  course  will  be  held  as  soor>  as  possible  in  Fiscal  Year  l'J02. 

Completion  Dates:   February,  1991,  March  7,  1991,  March  27,  1991, 

Apiil  15,  1991  and  October  31,  1991 

Responsible  Official  (s)  :  District  Director 

Chief,  Criminal  Investigation  Division 
Branch  Chiefs 
Group  Managers 

Maionai  Office  Fol  low-up  Qf  r[cia  IJsLi  ARC  (CI) 

Regional  Internal  Control 
Officer  -  Terry  J.  Hal  1 
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Idenf.  i  t  V  of  necoinmeiulat  i  on/Fi  tuli  r^q  : 

There  was  inadequaLe  and  incomplete  accounting  for  Llie  repotting 
and  safeguarding  of  seized  property  and  moneys. 

Assessment  of  Cause (si 

Tliese  conditions  existed  because  the  Manual  lacked  specificity  and 
tlie  District  did  not  require  special  agents  to  repoit  ptopeity  and 
moneys  seized  for  other  than  judicial  or  administrative 
forfeiture.   Consequently,  seizures  were  not  reported  when  made  on 
behalf  of  the  Department  of  Justice  (Grand  Jury  case)  or  to  obtain 
evidence.   The  District  did  not  report  seizures  of  computer 
equipment  storing  financial  data  because  these  items  were  seized 
as  financial  records  (evidence)  and  not  for  forfeiture.   The 
Manual  did  not  provide  instructions  for  tlie  processing  of 
contraband.   Management  was  not  sufficiently  involved  to  ensure 
that  Manual  and  national  Office  instructions  were  adhered  to. 

Manual  Transmittal  9-354,  dated  July  19,  1991,  now  clarifies  IRM 
9455.61(1),  in  that  it  states  that  Form  4008,  Seized  Property 
Report,  is  required  only  for  seizures  relating  to  a  potential 
forfeiture  and  should  not  be  prepared  for  property  seized  as 
evidence.   If  it  is  later  determined  tliat  the  property  seized  as 
evidence  will  be  forfeited,  then  Form  4008  is  required  and  will  be 
prepared.   Form  4008  will  be  forwarded  ftom  the  Chief,  Criminal 
Itivest igat ion  Division,  to  District  Counsel  rather  than  Regional 
Counsel,  General  legal  Services.   This  clarification  in  the  IRM 
supports  the  District's  contention  that  they  did  not  liave  to 
prepare  Forms  4008  in  tliose  instances  in  which  seizures  were  made 
for  evidentiary  purposes. 

Correct  i  ve  Act  i  ons  (s)  : 

All  managers  have  been  alerted  to  the  importance  of  being  totally 
familiar  with  tlie  guidelines  set  forth  in  IRM  9450  through  9459, 
which  deal  with  the  custody  and  storage  of  seized  property.   These 
procedures  will  be  emphasized  during  the  October,  1991  managers' 
meet  ing . 

To  be  in  accordance  with  IRM  9456.3(15)  the  Brancli  Chiefs  will 
ensure  that  group  managers  are  notified  of  the  necessity  to 
properly  report  tlie  storage  of  seized  moneys. 

Branch  Chiefs  will  periodically  checlc  to  ensure  that  group 
managers  are  complying  with  IRM  procedures.   Branch  Chiefs  will 
also  maintain  "tickler"  files  to  ensure  proper  notification. 

A  written  local  procedure  will  be  implemented  by  October  31,  1991, 
requiring  that  all  seizures  (prior  and  subsequent  to  this  date) 
are  reported  to  the  office  of  the  Chief,  CID.   The  Division  now 
maintains  a  safe  deposit  box  at  a  Long  Island  bank.   Moneys  from 
two  of  the  three  District  seizures  have  been  transferred  to  this 
safe  deposit  box.   Tlie  funds  from  the  third  seizure,  currently  in 
a  gun  box  safe,  will  be  immediately  placed  in  the  bank  safe 
deposit  box  with  the  other  funds. 


217 


Implementation  Date:   September  30,  1991  and 

October  31,  1991 


Responsible  Official(s) 


District  Director 

Chief,  Criminal  Invest igat i on 

Di  vi  sion 

Brancli   Chiefs 

Group  Managers 


Regional  Office  Follow-up  OfficialCsl:   ARC-CI 

Regional  Internal  Control 
Officer  -  Terry  J.  Hal  1 
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EIUDIfJG  13 

I(ienL  i  tv  of  Recommendat  ion/b'i  ndi  nq  : 

Accountability  and  contiol  over  investigative  equipmerit  needs 
improvement . 

Assessment  of  Cause (s) : 

Custodians  did  not  prepare  the  non-mandatory  property  cards  for 
the  bulletproof  vests  and  beepers  because  of  tlieir  individuality 
and  non-t ransf erabi lity .   However,  prudent  management  practices 
v/ould  dictate  ttiat  an  effective  audit  trail  should  include  all 
equipment  items.   Management  felt  they  were  sufficiently  involved 
in  tlie  receiving  process  so  that  tliere  was  a  segregation  of  duties 
and  that  the  Chief,  CID  was,  in  fact,  the  receiving  official. 
Management  did  not  ensure  that  all  procedures  were  followed  for 
tlie  proper  accountability  of  all  equipment. 

Correct  i ve  Act  i  on  (s)  ; 

Hew  procedures  are  being  implemented  that  require  Branch  Cliiefs  to 
receive  all  equipment  and  not  accept  any  equipment  without  an 
originating  (source)  document.   They  will  physically  inspect  all 
new  equipment,  compare  it  to  the  source  document  and  sign  the 
source  document.   Source  documents  will  be  forwarded  to  the  Chief, 
CID.   The  equipment  will  be  forwarded  to  the  custodian  who  will 
prepare  tlAR  Forms  4-36  for  tlie  equipment.   NAR  Form  4-36  will  be 
prepared  for  each  item  of  equipment  in  inventory.   All  managers 
and  the  custodian  will  be  advised  of  these  procedures.   Brancli 
Chiefs  will  conduct  periodic  follow-ups  to  ensure  that  the 
corrective  actions  liave  been  effectively  implemented. 

<:oiinjletion  Date:   October  31,  1991 

Responsible  Of f ici  a1  (s) ;   District  Director 

Chief,  Criminal  Investigation  Division 
Branch  Chiefs 
Equipment  Clerk 

Regional  Office  Follow-up  Official (s) :   ARC  (CI) 

Regional  Internal  Control 
Officer  -  Terry  J.  Hall 
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LiULLLUii  11 


IileiU.  i  t  V   of    KeroiniiKMKtaL  i  on/b' i  ncl  i  na  : 

There   was    a   bieakdowti    in   the   controls    over   case   maiiayoinenL 
processes . 


Assessment  of  Cause  (si  ; 

ManayemenL  did  not  ensure  that  all  required  workplans  und  group 
manager  quarterly  reviews  wete  made  and  properly  docuincnted. 
Pel  iodic  reviews  by  Branch  Chiefs  were  not  adequate  in  addiessiny 
these  issues. 

Group  Managers  believed  that  it  was  not  necessary  to  perform 
reviews  after  a  decision  had  been  made  to  write  a  Discontinuance 
Report . 

Correct  i  ve  Act  i  otis  : 

Group  Maiiagers  have  been  directed  to  prepare  and  document 
investigative  case  v;ork  plans  on  Form  6085  and  to  conduct 
quarterly  case  reviews  timely.   Branch  Chiefs  will  verify  these 
actions  during  their  operational  reviews.   In  addition,  Group 
llanagers  have  been  ilirected  to  expedite  case  discontinuance 
reports  to  avoid  tlelays  between  tiie  final  quarterly  reviews 
and  the  closing  of  the  case. 


Completion  Pate:   October  31,  1991 


Responsible  of  £  i  ci  a  I  (s)  : 


District  Director 

Chief,  Criminal  Investigation  Division 

Branch  Chiefs 

Group  Managers 


Reqi  onal  Of f  i  ce  Eo 1  low-up  Official (s) 


ARC  (CI) 

Regional  Internal  Control 

Officer  -  Terry  J.  Hall 
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CRIMINAL  INVESTIGATION  DIVISION 

ADMINISTRATIVE  ACTIVITIES 

SACRAMENTO  DISTRICT 


DIGEST 


The  Criminal  Investigation  mission  encourages  voluntary  compliance  with  the  Internal 
Revenue  laws  through  enforcement  of  the  criminal  statutes.  Administrative  activities 
support  the  accomplishment  of  this  mission.  These  support  activities  include  controlling 
an  investigative  imprest  fund  and  related  confidential  expenditures,  investigative 
equipment,  taxpayer  accounts,  tax  returns,  and  informant  and  grand  jury  materials. 

Our  objective  was  to  assess  the  managerial  and  internal  controls  over  administrative 
activities  in  the  Sacramento  District  Criminal  Investigation  Division.  The  Division 
provided  proper  physical  security  for  the  investigative  imprest  fund,  used  it  for  authorized 
activities,  and  maintained  it  at  the  lowest  practical  level.  We  accoimted  for  the 
authorized  fund  balance  of  $108,000.  The  Division  properly  controlled  and  accounted 
for  the  equipment  inventories.  Freeze  codes  were  placed  on  taxpayers*  accounts  when 
requested  by  special  agents,  and  removed  when  no  longer  needed.  The  Division  properly 
controlled,  authorized,  and  protected  the  identities  of  informants. 

We  found  that  forfeiture  proceeds  that  should  have  been  deposited  to  the  General  Fund 
were  used  lo  purchase  firearms  (see  Page  2).  Although  previous  Internal  Audit  Reports 
and  Abstracts  reported  similar  issues,  we  identified  a  need  for  management  to  strengthen 
controls  over  tax  returns  (see  Page  2)  and  the  investigative  imprest  fund  (see  Page  3). 
Also,  the  security  over  grand  jury  material  could  be  improved  (see  Page  5). 

The  Regional  Commissioner  responded  with  corrective  actions  to  implement  necessary 
internal  controls  over  asset  and  forfeiture  activities,  tax  returns,  the  investigative  imprest 
fund,  and  grand  jury  information.  These  controls  will  include  increased  managerial 
involvement  in  all  areas,  complete  inventory  validations,  administrative  operational 
reviews,  and  obtaining  equipment  for  safeguarding  sensitive  information. 
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CRIMINAL  INVESTIGATION  DIVISION 

ADMINISTRATIVE  ACTIVITIES 

SACRAMENTO  DISTRICT 


INTRODUCTION 


This  report  presents  the  results  of  our  review  of  Criminal  Investigation  Division 
Administrative  Activities  in  the  Sacramento  District.  This  review  was  conducted  as  part 
of  our  planned  fiscal  year  1992  audit  coverage  of  significant  Service  programs  and 
activities.  We  conducted  our  review  from  March  18,  1992,  to  June  26,  1992,  in 
accordance  with  generally  accepted  Government  auditing  standards. 

The  Criminal  Investigation  Division  mission  is  to  encourage  and  achieve  voluntary 
compliance  with  the  Internal  Revenue  laws  through  enforcement  of  the  criminal  statutes. 
This  includes  identifying  criminal  violations,  determining  the  extent  of  criminal  violations, 
and  recommending  civil  and  criminal  sanctions.  Administrative  activities  are  required  to 
support  the  accomplishment  of  this  mission.  These  support  activities  include  controlling 
an  investigative  imprest  fund  and  related  confidential  expenditures,  investigative 
equipment,  taxpayer  accounts,  tax  returns,  and  informant  and  grand  jury  materials. 


AUDIT  OBTECTIVE  AND  SCOPE  OF  REVIEW 

Our  objective  was  to  cissess  the  managerial  and  internal  controls  over  administrative 
activities  in  the  Sacramento  District  Criminal  Investigation  Division.  To  accomplish  our 
objective,  we  reviewed  documentaiion  and  evaluated  controls  for  the  investigative  imprest 
fund,  investigative  equipment,  tax  returns,  taxpayer  accounts,  and  informant  and  grand 
jury  materials.   Attachment  I  presents  the  detailed  audit  objectives  and  scope  of  re\iew. 


RESULTS  OF  REVIEW 

The  Division  provided  proper  physical  security  for  the  investigative  imprest  fund,  used 
it  for  authorized  activities,  and  maintained  it  at  the  lowest  practical  level.  We  accounted 
for  the  authorized  fund  balance  of  $108,000  (Attachment  II).  The  Division  properly 
controlled  and  accoimted  for  equipment  inventories.  Freeze  codes  were  placed  on 
taxpayers'  accounts  when  requested  by  special  agents  and  removed  when  no  longer 
needed.  We  found  that  payments  to  informants  were  properly  witnessed,  used  to 
purchase  only  tax  related  information,  and  charged  to  appropriate  accounts.  The  Division 
properly  controlled,  authorized,  and  protected  the  identities  of  the  informants.  However, 
management's  attention  is  needed  in  the  following  areas. 
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Criminal  Investigation  Division  Administrative  Activities  •  Sacramento  District 

Proceeds  From  Asset  Seizure  and  Forfeiture 

National  Office  requires  the  proceeds  from  administrative  forfeitures  to  be  deposited  to 
the  General  Fund.  Also,  the  Internal  Revenue  Manual  provides  procedures  to  control 
the  acquisition  of  firearms.  Firearms  should  not  be  acquired  by  purchase  or  transferred 
from  any  source,  except  upon  prior  approval  from  National  Office. 

The  Division  improperly  used  proceeds  from  an  asset  forfeiture.  The  United  States 
Treasury  was  to  receive  funds  from  a  law  enforcement  agency  as  a  result  of  a  joint 
seizure  and  forfeiture  of  assets.  Instead,  the  Division  arranged  to  purchase  firearms  by 
having  the  check  issued  to  a  vendor.  National  Office  approval  for  purchase  of  the 
firearms  was  not  obtained. 

The  Division  did  not  ensure  proper  procedures  were  used  for  submitting  forfeiture 
proceeds  and  purchasing  firearms.  As  a  result,  $3,195  was  used  to  purchase  firearms 
rather  than  being  deposited  to  the  General  Fund  as  required. 

The  Regional  Commissioner  responded  that  all  future  asset  and  forfeiture  activities  will 
have  the  full  involvement  of  both  the  Chief,  Criminal  Investigation  and  the  Assistant 
District  Director.  The  Asset  Seizure  Forfeiture  Handbook  has  been  distributed  to  agents 
and  managers.  A  continuing  professional  education  class  was  conducted  for  all  Criminal 
Investigation  personnel  on  asset  forfeitures.  Procedures  regarding  the  acquisition  of 
firearms  and  placement  in  service  will  be  discussed  with  Criminal  Investigation  persoimel. 


Controls  Over  Tax  Returns 


Criminal  Investigation  Division  is  to  maintain  a  separate  record  showing  all  tax  returns 
in  the  cuctody  of  Criminal  Investigation  personnel.  To  request  a  tax  return,  special 
agents  are  to  submit  an  approved  Request  for  Terminal  Action  (Form  4844)  to  a 
designated  clerk,  who  will  input  the  request.  The  clerk  should  control  the  request, 
receipt,  and  assignment  information  of  all  returns.  Periodically,  group  managers  should 
check  the  clerk's  listing  of  assigned  returns  against  remms  in  the  agents'  possession. 
Management  should  periodically  check  samples  of  Forms  4844  to  be  sure  the  clerk  inputs 
only  approved  tax  return  requests.  The  Division  Chiefs  operational  reviews  should 
include  tests  verifying  the  accuracy  of  tax  return  control  records. 

Division  controls  over  tax  returns  were  not  adequate.  Special  agents  had  obtained 
returns  without  an  approved  Form  4844;  also,  Forms  4844  were  not  always  retained  for 
review.    Agents  received  tax  returns  that  were  not  controlled  by  the  clerk.    Listings  of 
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returns  were  verified  by  the  agents,  who  often  did  not  update  the  lists  with  additional 
returns  held  in  their  inventory.  Managers  did  not  perform  tests  of  Forms  4844  to  ensure 
the  clerk  input  only  approved  requests. 

The  Chiefs  operational  reviews  did  not  test  tax  return  records  or  validations  of  tax 
return  assignments.  The  Division's  review  of  an  Internal  Audit  Abstract  of  Finding  did 
not  identify  these  conditions.  As  a  result,  Division  records  did  not  include  82  (17%)  of 
478  tax  returns  sampled  from  the  custody  of  Division  employees.  Although  special  agents 
had  58  (71%)  of  the  82  uncontrolled  returns  in  their  possession  before  the  January  1992 
tax  return  validation,  the  discrepancies  were  not  identified.  All  the  tax  returns  we 
reviewed  were  related  to  authorized  projects.  However,  if  tax  return  controls  are  not 
adequate,  sensitive  taxpayer  information  could  be  lost,  destroyed,  or  improperly  disclosed. 

The  Regional  Commissioner  responded  that  Criminal  Investigation  managers  conducted 
a  complete  inventory  of  all  tax  returns  in  the  possession  of  special  agents  and  inventory 
records  were  updated.  All  Forms  4844  will  be  reviewed  by  the  Chief,  Criminal 
Investigation  and  the  Chief,  Support  Staff  during  operational  reviews.  Criminal 
Investigation  managers  received  a  memorandum  dated  June  30,  1992,  reinforcing  tax 
return  request  and  inventory  procedures. 


Investigative  Imprest  Fund 

Criminal  Investigation  Division  uses  the  investigative  imprest  fund  to  reimburse  expenses 
incurred  by  special  agents  in  their  investigations.  These  include  expenditures  for 
informants,  undercover  operations,  protection  and  maintenance  of  witnesses,  and  other 
miscellaneous  expenses.  Special  agents  forward  their  reimbursement  claims  to  the 
investigative  imprest  fund  cashier,  who  then  prepares  reimbursement  vouchers  for 
submission  to  the  Regional  Fiscal  Management  Branch. 

Management's  attention  is  needed  to  ensure  that  claims  for  reimbursement  and  advances 
are  properly  monitored  and  fund  verifications  are  properly  performed. 

Claims  for  Reimbursement  and  Advances 

The  Internal  Revenue  Manual  provides  procedures  to  control  disbursements  from  the 
fund.  A  special  agent  should  account  for  an  advance  by  preparing  and  submitting  a 
reimbursement  claim,  including  an  itemization  of  expenditures  and  original  receipts. 
When  an  original  receipt  is  not  available,  the  agent  must  report  the  circumstances  in 
writing.     A  special  agent  must  request  an  extension  for  any  portion  of  an  advance 
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outstanding  at  the  end  of  the  calendar  month.  The  reimbursement  claim  and  request  for 
extension  must  be  submitted  by  the  fifth  work  day  following  the  close  of  the  month. 

We  reviewed  imprest  fund  activity  for  the  period  from  January  1989  through  Mairch  1992 
and  identified  the  following  conditions. 

Agents  submitted  264  reimbursement  claims  during  this  period.  They  filed  11  of 
these  with  photocopies  of  receipts  totalling  $923,  and  did  not  include  documentation 
explaining  why  they  did  not  submit  original  receipts.  We  could  not  find  receipts  in 
^  the  imprest  fund  records  for  two  claims;  the  receipts  were  found  later  in  a  group 
manager's  file.    Also,  agents  did  not  always  itemize  expenditures  as  required. 

Agents  did  not  submit  timely  claims  for  reimbursement.  Of  49  claims  reviewed,  nine 
were  submitted  from  two  to  18  work  days  late. 

Agents  did  not  request  approval  to  retain  their  advances  in  22  of  81  instances  when 
an  extension  was  required.  In  addition,  12  extension  requests  were  submitted  from 
10  to  58  work  days  late. 

Internal  Audit  previously  reported  issues  regarding  timely  reimbursement  claims  and 
advance  extensions  to  the  District.  These  conditions  still  exist  because  management  did 
not  emphasize  the  requirements  for  reimbursement  claims  and  extensions.  Management 
was  not  aware  that  agents  needed  to  provide  a  written  explanation  when  original  receipts 
were  not  submitted.    Also,  fund  verifications  did  not  identify  these  conditions. 

Managers  cannot  easily  monitor  the  propriety  of  disbursements  from  the  fund  when 
agents  do  not  provide  complete  documentation.  Although  we  did  not  identify  any  misuse 
of  the  fund  during  the  period  reviewed,  the  potential  for  loss  or  misuse  increases  when 
the  Division  does  not  adequately  monitor  advances  and  expenditures.  When  claims  are 
delayed,  the  cash  management  of  the  imprest  fund  may  be  affected. 


Fund  Verifications 

The  Internal  Revenue  Manual  requires  independent  quarterly  verifications  of  the  fund. 
These  should  be  unaimounced  and  conducted  at  irregular  intervals.  Additional 
verifications  must  be  conducted  each  time  there  is  a  change  in  cashiers.  The  same  two 
employees  should  not  conduct  successive  fund  verifications. 

We  reviewed  documentation  for  fund  verifications  performed  from  January  1989  through 
March  1992.    We  found  that  fund  verifications  were  not  performed  as  required. 
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Examination  Division  employees  did  not  conduct  six  of  the  13  required  unannounced 
quarterly  verifications.  Although  12  verifications  were  performed  during  this  period, 
five  were  aimounced  since  they  were  performed  due  to  a  change  in  cashiers.  In 
adijition,  at  times  the  cashier  would  call  Examination  to  remind  them  that  a 
verification  was  due. 

From   September    1990   through    March    1992,    Examination    Division    employees 
performed  all  five  unannounced  verifications  during  the  last  month  of  the  quarter, 
rather   than   at   irregular  intervals.      The   verifications   were   therefore   becoming 
^.      predictable. 

The  same  two  Examination  Division  employees  conducted  consecutive  fund 
verificafions  in  three  instances. 

The  Examination  Division  was  responsible  for  fund  verifications.  Internal  Audit 
previously  issued  abstracts  regarding  quarterly  verifications.  As  a  result,  the  Chief  of 
Criminal  Investigation  Division  found  that  verifications  were  becoming  predictable  and 
brought  this  to  the  attention  of  the  Examination  Division  Chief  and  the  Assistant  District 
Director.  However,  District  management  did  not  make  sure  that  Examination  Division 
employees  properly  performed  all  required  verifications. 

We  did  not  identify  any  misuse  of  the  fund  during  the  period  reviewed.  However,  when 
verifications  of  the  investigative  imprest  fund  are  not  conducted,  become  predictable,  or 
are  performed  by  the  same  employees,  the  risk  of  loss  or  misuse  of  the  fund  increases. 

The  Regional  Conmiissioner  responded  that  managers  have  been  directed  to  ensure 
timely  filing  of  vouchers  by  special  agents.  When  original  receipts  are  not  available,  a 
memorandum  of  explanation  will  be  attached  to  the  voucher.  When  there  is  more  than 
one  expense,  managers  will  secure  an  itemization  on  the  voucher.  The  Chief, 
Examination  Division  will  ensure  that  unarmounced  verifications  are  conducted  every 
quarter.  The  Chief,  Criminal  Investigation  Support  Staff  will  conduct  administrative 
operational  reviews  of  each  group's  operations.  The  operational  reviews  will  be 
docvmiented  and  provided  to  the  Chief,  Criminal  Investigation  Division. 


Security  Over  Grand  Jury  Material 

Special  agents  may  be  involved  in  activities  which  include  grand  jury  matters.  The 
Criminal  Investigation  Division  must  provide  special  security  for  any  documents  that 
involve  proceedings  before  the  grand  jury.   Grand  jury  case  files  and  information  should 
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be  stored  in  security  rooms  or  security  containers  within  a  locked  perimeter  area.  The 
only  Service  employees  authorized  access  to  grand  jury  information  are  the  managerial, 
investigative,  and  secretarial  personnel  assigned  to  work  a  particular  case. 

At  two  of  the  three  offices  reviewed,  we  found  that  cabinets  used  to  store  grand  jury 
material  did  not  meet  security  container  requirements.  Also,  rooms  used  to  store  the 
material  did  not  meet  security  requirements  at  two  of  the  three  offices.  At  one  office, 
the  key  to  a  room  containing  grand  jury  material  was  the  same  as  the  key  to  the 
Criminal  Investigation  Division  area,  giving  all  Division  employees  access  to  the  material. 

N 

Management  was  not  aware  that  cabinets  used  to  store  grand  jury  material  did  not  meet 
security  requirements.  Also,  adequate  secured  space  was  not  always  available. 
Inadequate  security  increases  the  potential  for  loss,  theft,  misuse,  or  illegal  disclosure 
of  this  highly  sensitive  information. 

The  Regional  Commissioner  responded  that  Criminal  Investigation  completed  a  review 
of  security  procedures.  A  memorandum  detailing  the  findings  was  issued  to  all  Criminal 
Investigation  managers,  and  a  request  for  equipment  to  safeguard  sensitive  material  was 
forwarded  to  Facilities  Management  Branch.  A  memorandum  was  issued  to  all  Criminal 
Investigation  persoimel  emphasizing  the  importance  of  safeguarding  grand  jury  material 
and  tax  return  information. 

The  Regional  Commissioner's  complete  response  is  included  as  Attachment  III  to  this 
report. 


M_  Cfba:) 


Roimie  B.  Smith 
Audit  Manager 
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Attachment  I 


DETAILED  AUDIT  OBJECTIVES  AND  SCOPE  OF  REVIEW 

Our  objective  was  to  assess  the  managerial  and  internal  controls  over  the  investigative 
imprest  fund,  investigative  equipment,  tax  returns,  taxpayer  accounts,  and  informant  and 
grand  jury  materials  in  the  Sacramento  District  Criminal  Investigation  Division. 


I.  Divisional  Oversight 

We  conducted  the  following  tests  to  assess  actions  taken  in  response  to  Regional 
Assistance  Visitations,  Internal  Audit  Reports  and  Abstracts  of  Findings,  and  other  review 
processes. 

A.  To  analyze  administrative  problems  identified  and  actions  recommended  by  the 
Regional  Office,  we  reviewed  the  Assistant  Regional  Commissioner's  (Criminal 
Investigation)  visitation  reports  and  business  reviews  for  the  period  October 
1989  to  August  1991. 

B.  To  determine  if  District  reviews  addressed  conditions  identified  in  visitation 
reports.  Internal  Audit  Reports,  and  other  review  processes,  we  reviewed 
District  operational  reviews  for  the  period  December  1990  to  March  1992. 

C.  To  determine  if  management  effectively  assessed  and  corrected  conditions 
reported  by  Internal  Audit,  we  discussed  the  abstract  assessment  process  and 
determined  if  corrective  actions  were  taken  in  response  to  Internal  Audit 
Abstracts  and  our  Internal  Audit  Report  issued  February  21,  1990. 

II.  Investigative  Imprest  Fund 

We  conducted  the  following  tests  to  determine  if  the  investigative  imprest  fund  was 
properly  safeguarded,  used  for  authorized  activities,  properly  controlled,  properly 
accounted  for,  and  maintained  at  the  lowest  practical  level. 

A.     To  determine  if  the  fund  was  properly  safeguarded,  we: 

1.  verified  that  the  fund  was  under  the  exclusive  control  of  the  cashier,  kept 
separate  from  other  funds,  and  maintained  in  an  appropriate  storage 
container;  and 
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2.     verified  that  the  combination  to  the  fund  safe  was  properly  secured. 

B.      To  determine  if  fund  expenditures  were  properly  authorized  and  controlled,  for 
fund  transactions  from  January  1989  to  March  1992,  we: 

1.  reviewed  all  46  fund  authorizations  (Forms  8561/8354,  Request  for 
Confidential  Funds/Request  for  Undercover  Operation)  to  ensure  they  were 
properly  approved,  correctly  logged  by  the  cashier,  and  that  total 
outstanding  advances  plus  total  expenditures  did  not  exceed  authorized 
funding; 

2.  reviewed  38  of  approximately  140  advance  requests  (Form  8562,  Request 
for  Advance  from  Investigative  Imprest  Fund)  and  the  cashier's  logs  to 
determine  if  advances  to  agents  were  properly  approved,  logged  by  the 
cashier,  returned  when  no  longer  needed,  and  extended  when  required; 

3.  reviewed  49  of  264  subvouchers  (Form  1164,  Qaim  for  Reimbursement  for 
Expenditures  on  Official  Business)  filed  to  determine  if  they  were  properly 
approved,  timely  submitted,  serially  numbered,  mathematically  correct, 
properly  canceled,  and  logged  by  the  cashier; 

4.  determined  if  expenses  for  the  49  subvouchers  were  charged  to  the  correct 
Sub-Object  Codes,  itemized,  and  were  not  also  claimed  on  the  special 
agents'  travel  vouchers; 

5.  reviewed  all  264  subvouchers  to  determine  if  expenses  claimed  were 
supported  by  original  receipts  and  incurred  by  the  special  agent  receiving 
the  reimbursement,  or  by  a  special  agent  in  behalf  of  another  special  agent 
carrying  out  an  undercover  operation;  and 

6.  determined  if  fund  verifications  were  performed  as  required. 
C.     To  determine  if  the  fund  was  accurately  accounted  for,  we: 

1.  reviewed  all  38  reimbursement  vouchers  (Form  1129,  Cashier 
Reimbursement  Voucher  and/or  Accountability  Report)  submitted  from 
January  1989  to  March  1992  to  determine  if  they  were  properly  approved 
and  timely  submitted; 

2.  reconciled  the  fund  amount  of  $108,000  on  March  30,  1992;  verified 
outstanding  advances  and  reimbursement  vouchers  in  transit;  confirmed  the 
amount  of  the  fund  with  documents  in  the  Regional  Fiscal  Management 
Branch;  and 
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3.     determined  if  the  cashier  timely  submitted  Forms   1149  (Statement  of 
Designated  Depositary  Account)  to  the  Regional  Office. 

D.     To  determine  if  the  fund  was  maintained  at  the  lowest  practical  level,  we 
analyzed  the  monthly  fund  reimbursements  from  January  1990  to  March  1992. 


III.   Investigative  Equipment 

We  conducted  the  following  tests  to  determine  if  investigative  equipment  was  properly 
accounted  for,  controlled,  and  safeguarded  to  prevent  loss  and  unauthorized  use. 

A,  To  determine  if  managerial  and  internal  controls  were  adequate  to  account  for 
and  safeguard  equipment,  firearms,  and  motor  vehicles,  we: 

1.  interviewed  Division  employees  to  determine  current  procedures  for 
controlling  investigative  equipment,  firearms,  and  vehicles; 

2.  identified  63  items  included  on  the  inventory  control  listing  dated 
September  25,  1991,  that  were  not  on  the  listing  dated  March  25,  1992,  and 
reviewed  equipment  disposal  records  to  determine  if  proper  procedures 
were  used  to  dispose  of  these  items; 

3.  reviewed  Forms  1334  (Requisition  for  Equipment,  Services,  or  Supplies)  for 
the  period  January  1991  to  March  1992,  and  verified  that  the  Disision's 
equipment  purchases  were  properly  authorized  and  included  on  the 
inventory  listing;  and 

4.  discussed  and  evaluated  procedures  to  determine  if  adequate  separation  of 
duties  existed  for  requesting,  receiving,  assigning,  and  retiring  equipment. 

B.  To   determine    if   equipment   was   properly   accounted    for,    controlled,    and 
adequately  secured,  we: 

1.  verified  that  all  unassigned  equipment  items  from  the  inventory  control 
listing  dated  March  25,  1992,  were  stored  in  the  equipment  room  or 
properly  signed  out,  and  that  all  unassigned  equipment  in  the  equipment 
room  was  included  on  the  inventory  control  listing; 

2.  verified  that  all  equipment  assigned  to  8  of  the  47  special  agents  and  group 
managers  on  the  inventory  control  listing  dated  March  25,  1992,  was  in 
their  possession,  and  that  all  equipment  in  their  possession  was  included 
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on  the  inventory  control  listing  and  properly  controlled  with  a  Form  1930, 
Custody  Receipt;  and 

3.  observed  and  evaluated  the  physical  security  in  the  area  where  investigative 
equipment  was  stored. 

C.  To    determine    if   firearms    were    properly   accounted    for,    controlled,    and 
adequately  secured,  we: 

1.  verified  that  all  unassigned  firearms  reflected  on  the  inventory  control 
listing  dated  March  25,  1992,  were  stored  in  the  firearms  safe  or  properly 
signed  out,  and  that  all  firearms  in  the  safe  were  included  on  the  inventory 
control  listing; 

2.  verified  that  all  firccums  assigned  to  25  of  the  47  special  agents  and  group 
managers  on  the  inventory  control  listing  dated  March  25,  1992,  were  in 
their  possession;  and  that  all  firearms  in  their  possession  were  included  on 
the  inventory  control  listing  and  properly  controlled  with  a  Form  1930, 
Custody  Receipt; 

3.  identified  firearms  added  to  the  inventory  from  December  29,  1990,  to 
March  18,  1992,  to  determine  if  firearms  were  purchased  with  approval  or 
assistance  from  the  National  Office;  and  if  forfeited  firearms  were  properly 
controlled;  and 

4.  observed  the  physical  security  over  firearms  and  determined  if  the 
combination  to  the  safe  had  been  changed  as  required. 

D.  To  determine  if  motor  vehicles  and  related  equipment  were  properly  accounted 
for  and  controlled,  we: 

1.  verified  the  location  of  7  of  the  48  vehicles  on  the  inventory  control  listing 
dated  March  25,  1992;  and 

2.  ensured  that  related  equipment  was  present  in  the  vehicles. 


rv.    Tax  Return  Inventories 

We  conducted  the  following  tests  to  determine  if  tax  returns  in  the  possession  of  Division 
employees  were  properly  controlled,  related  to  an  open  investigation,  and  adequately 
secured  to  prevent  unauthorized  disclosure. 
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A.  To  determine  if  tax  returns  were  properly  controlled  and  related  to  open 
investigations,  we: 

1.  interviewed  Division  employees  to  determine  procedures  used  to  approve, 
order,  and  control  requested  tax  returns; 

2.  reviewed  the  most  recent  reconciliation  and  evaluated  actions  taken  to 
resolve  any  discrepancies;  and 

3.  used  the  Special  Agent  Returns  Inventory  Report  dated  March  25,  1992, 
to  evaluate  tax  return  controls  for  three  of  the  four  special  agent  groups 
by: 

a.  selecting  50  tax  returns  from  approximately  2600  on  the  inventory  listing 
to  verify  that  the  returns  were  physically  in  the  Division; 

b.  selecting  50  returns  held  in  office  files  and  428  returns  held  by  seven 
special  agents  to  determine  if  the  lax  returns  were  controlled  on  the 
inventory  report;  and 

c.  determining  if  returns  that  were  not  controlled  on  the  inventory  were 
related  to  an  open  investigation  or  obtained  with  managerial  approval. 

B.  To  determine  if  the  tax  returns  for  three  groups  were  adequately  secured  to 
prevent  unauthorized  disclosure,  we: 

1.  observed,  discussed,  and  evaluated  the  physical  security  over  tax  returns 
during  on-duty  hours;  and 

2.  determined  if  the  returns  were  properly  secured  in  locked  cabinets  during 
off-duty  hours. 


V.     Freeze  Codes 

We  conducted  the  following  tests  to  determine  if  freeze  codes  were  placed  on  taxpayers' 
accounts  when  needed  and  removed  when  no  longer  needed. 

A.  To  determine  if  freeze  codes  were  placed  on  taxpayers'  accounts  when 
requested  by  special  agents,  we  selected  26  cases  with  a  Criminal  Investigation 
Control  Notice  (Form  4235)  and  verified  that  freeze  codes  had  been  input  on 
the  155  related  modules  by  matching  these  to  the  Distria  Control  Case 
Inventory. 
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B.  To  determine  if  freeze  codes  were  removed  when  no  longer  needed,  we 
selected  a  sample  of  42  taxpayers  listed  on  the  District  Control  Case  Inventory 
and  verified  that  the  accounts  were  related  to  open  investigations. 


VI.    Security  Over  Informant  and  Grand  Jurv  Materials 

We  conducted  the  following  tests  to  determine  if  controls  over  informant  and  grand  jury 
materials  were  adequate. 

A.  To  determine  if  payments  to  informants  were  properly  controlled,  we  reviewed 
payments  made  from  April  1991  through  March  1992  and  verified  that  the 
payments  were  properly  witnessed,  and  consistently  and  appropriately  charged 
to  accounts. 

B.  To  determine  if  informants  were  properly  authorized  and  informant  material 
was  properly  controlled,  we  reviewed  control  files  and  related  case  files  for 
nine  informants  with  active  cases  and  verified  that  informants'  files  contained 
the  required  information,  that  only  tax  related  information  was  purchased,  and 
that  confidential  identities  were  protected. 

C.  To  determine  if  grand  jury  material  was  properly  controlled,  we  reviewed  and 
evaluated  physical  security  over  these  documents  at  three  offices. 
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Attachment  II 


Sacramento  District 

Investigative  Imprest  Fund 

Reconciliation 


Date  of  Verification:    March  30,  1992 

Verification  Period:    January  1,  1989  -  March  30,  1992 


Cashiers:    Charlene  Sparrow  -  Principal  Cashier 
Frances  Dinong  -  Alternate  Cashier 
Nancy  Osborne  -  Alternate  Cashier 


Cashier  Class:    Class  A 


Amount  of  Fund  Advanced:    S  108.000.00 

Fund  Verification: 

Cash 

0.00 

Uncashed  Checks  on  Hand 

0.00 

Advances  Outstanding 

73,819.55 

Subvouchers 

3,923.20 

Reimbursement  Vouchers  in  Transit 

0.00 

Funds  in  Checking  Account 

30,257.25 

Total  Fund  Accounted  For 

$108,000.00 
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Attachment  III 


Internal  Revenue  Service 

memorandum 


1289-2 


date:      -j^p  2  2  1992' 


to: 


Regional    Inspector     RI:IA 
Western  Region 


from: 


Acting  Regional  Comoissioner 
Western  Region 


RM: 


subject: 


Draft  Internal  Audit  Report:   Criminal  Investigation  Division 
Administrative  Activities,  Sacramento  District 


The  Assistant  Regional  Commissioner  (Criminal 
Investigation)  has  provided  the  attached  response  to  the 
subject  draft  Internal  Audit  report.   This  response  represents 
a  coordinated  effort  by  the  Assistant  Regional  Commissioners 
for  Collection,  Criminal  Investigation,  and  Examination.   I 
feel  the  assessments  of  cause  and  corrective  actions  taken  or 
being  taken  by  these  offices  properly  address  the  findings  of 
the  draft  report. 

If  additional  information  is  needed,  a  member  of  your 
staff  may  contact  Planning  and  Program  Management  Staff 
Analyst  Sally  F.  Fenton  at  415/556-1211. 


Attachment 


-  OFFICIAL  USE  ONLY 


Page  14 


237 


N 


Criminal  Investigatioo  Division  Administrative  Activities  •  Sacramento  District 


Internal  Revenue  Service 

memorandum  •"^'^^- •  ?i?ncc 

date:  SEP  -  9  1992  J=  0^ 

to:  Regional  Commissioner  RC  A,9c  (CO) 

Western  Region  '  ""^'••VO.'SCO 

from:  District  Director   D 
Sacramento  District 

subject:  Draft  Internal  Audit  Report  -  "Criminal  Investigation  Division 
Administrative  Activities  -  Sacramento  District"  -  Urmem 
7/17/92 

The  subject  report  concerns  a  single  office  audit  of  the 
Criminal  Investigation  Division  in  this  District.   The  audit 
was  conducted  from  March  18,  1992,  to  June  26,  1992,  and  was 
part  of  Internal  Audit's  regularly  scheduled  audit  coverage  of 
Service  activities.   The  audit  focused  on  controls  over  the 
investigative  imprest  funds,  investigative  equipment,  and  other 
administrative  activities. 

Regarding  the  investigative  ijnprest  funds,  Internal  Audit 
reconciled  the  fund  and  accounted  for  the  authorized  fund 
balance  of  $108,000.   The  Division  properly  controlled  and 
accounted  for  equipment  inventories.   Freeze  codes  were  placed 
on  taxpayers'  accounts  when  requested  by  special  agents  and 
removed  when  no  longer  needed.   The  Division  properly 
controlled,  authorized,  and  protected  the  identities  of 
informants.   Payments  to  informants  were  properly  witnessed, 
used  to  purchase  only  tax  related  information,  and  charged  to 
appropriate  accounts . 

The  audit  identified  the  following  conditions  requiring 
additional  management  attention: 

I.   Proceeds  From  Asset  Seizure  and  Forfeiture 

Assessment  of  Cause 

In  1991  as  the  result  of  a  joint  investigation  with  a  local  law 
enforcement  agency,  an  asset  was  shiired  with  that  agency.   The 
asset  was  then  sold  by  the  local  agency  and  a  portion  of  the 
funds  was  used  to  purchase  firearms  for  Criminal  Investigation. 
If  appropriate,  disciplinary  action  will  be  handled  separately 
from  this  report. 
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Regional  Commi as loner  RC 
Western  Region 

Corrective  Aetiona 

1]   All  future  asaet/forfeiture  activities  will  have  the  full 
involvement  of  both  the  Chief,  Criminal  Inveatigation  (CI)  and 
the  Assistant  Diatrict  Director. 

2 )  The  Special  Agents  Asset  Seizure  Forfeiture  Handbook  has  been 
distributed  to  agents  and  managers. 

3)  A  special  CPE  for  all  Criminal  Investigation  personnel  was 
conducted  solely  on  asset  forfeiture  matters. 

4 )  Rules  regarding  acquisition  of  firearms  and  placement  in 
service  will  be  discussed  with  Criminal  Investigation  personnel 
by  November  30,  1992. 

II.   Controls  over  Tax  Returns 

Assessment  of  Cause 

Division  controls  over  tax  returns  were  not  adequate.  Special 
agents  had  obtained  tax  returna  without  an  approved  Form  4  844; 
Forms  4  644  were  not  always  retained  for  review. 

Corrective  Actions 

1.  CI  mangers  were  instructed  and  have  completed  a  100  percent 
review  of  all  taoc   returna  in  the  poaaeaaion  of  apecial  amenta. 
Inventoriea  were  then  matched  and  updated  with  CI  Support  Staff. 

2.  Managera  and  support  staff  were  inatructed  to  retain 
Forms  4844  for  review  by  Chief,  Criminal  Investigation  and/or 
Chief,  Support  Staff  during  operational  reviews. 

3.  Memorandum  to  all  CI  managera  iaaued  June  30,  1992, 
reinforcing  tax  return  requeat  procedorea  and  inventory 
procedures. 

IIZ.   Investigation  Imprest  Fund 

Aaseasaent  of  Cause 

Soma  imprest  fund  vouchers  were  filed  with  photocopies  of 
receipta  and  aoae  agenta  did  not  alwaya  itemize  expenditurea 
as  required.   Claims  for  reimbursement  were  not  always  filed 
timely.   Independent  quarterly  verifications  of  the  impreat  funds 
were  not  always  unannounced  and  conducted  at  irregular  intervals. 
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Regional  Commissioner  RC 
Western  Region 

Corrective  Actiona 

1.  Managers  have  been  directed  to  ensure  timely  filing  of 
vouchers  by  special  agents  and  where  original  receipts  are  not 
avail2Lble,  a  memorandum  of  explanation  will  be  attached  to  the 
voucher.   Where  there  is  more  than  one  expense,  managers  will 
secure  an  itemization  on  the  voucher. 

2.  The  Chief,  Examination  Division  has  put  into  place  a 
"tickler"  system  whereby  a  branch  chief  in  the  Examination 
Division  will  be  responsible  for  ensuring  that  unannounced 
verifications  are  conducted  every  quarter. 

3.  Effective  immediately,  the  Chief,  Support  Staff,  Criminal 
Investigation  Division,  will  conduct  administrative  operational 
reviews  of  each  group's  operation,  including  the  investigative 
imprest  fund.   The  operational  review  will  be  documented  and 
provided  to  the  Chief,  Criminal  Investigation  Division. 

IV.   Security  Over  Grand  Jury  Material 

Assessment  of  Cause 

Security  containers  and  requirements  are  not  being  met  with 
respect  to  the  storage  of  grand  jury  material.   In  one  area, 
access  to  grand  jury  material  was  not  restricted. 

Corrective  Action 

1.  On  July  22,  1992,  the  Criminal  Investigation  Division 
completed  their  own  review  of  security  procedures.   A  memorandum 
detailing  findings  was  shared  with  all  CI  managers.   A  request 
for  equipment,  security  cabinets,  etc.,  was  forwarded  to 
Facilities  Management  Branch  on  July  29,  1992. 

2.  A  memorandum  was  issued  to  all  CI  personnel  on  June  30,  1992, 
emphasizing  the  importance  of  saf egu2u:ding  grand  jury  material 
and  tax  return  information. 
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Regional  Commissioner  RC 
Western  Region 

If  you  have  any  questions,  please  call  me  or  have  a  member  of 
your  staff  call  the  Chief,  Criminal  Investigation  Division. 


Concur: 


isistant   Regional'J  Commissioner  \     pate 


Assistant    Regi 
(Criminal   Investigation) 
Western  Region 
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REVIEW  OF  SELECTED  ACTIVITIES 
IN  THE  CHICAGO  CRIMINAL  INVESTIGATION  DIVISION 

DIGEST 

The  CrimJna]  Investigation  Division  (CID)  supports  the  IRS  mission  of  promoting  voluntary 
comph'ance  through  enforcement  of  tax  related  criminal  statutes.  Policy  Statement  P-4-84 
requires  balancing  of  civil  and  criminal  aspects  of  criminal  investigations  to  maximize  civil 
enforcement  without  endangering  criminal  prosecution.  TTiis  policy  requires  the  support  of 
ail  enforcement  functions  to  maintain  continuing  cooperation  and  coordination.  Once  the 
criminal  aspects  of  investigations  are  completed,  Examination  and  Collection  Divisions 
should  resume  or  initiate  civil  actions  as  appropriate. 

We  determined  that  investigations  were  actively  worked  and  timely  closed.  However, 
additional  emphasis  is  needed  in  the  Chicago  District  to  ensure  that  civil  actions  are  timely 
imtiated  or  resumed  when  criminal  investigations  are  closed.  Our  review  showed  that  CID 
did  not: 

Timely  release  freezes  when  criminal  investigations  were  completed  to  allow 
civil  enforcement  to  proceed  (Page  2); 

Always  provide  Examination  and  Collection  Divisions  with  tax  related 
information  to  aid  in  assessing  and  collecting  taxes  or  monitoring  taxpayer 
compliance  with  probation  terms  specified  by  the  courts  (Page  3);  and 

Use  proper  freeze  controls  to  monitor  probation  terms  of  filing  and  paying 
civil  tax  liabilities  (Page  3). 

In  addition,  the  Collection  Division  did  not  ensure  that  appropriate  collection  actions 
resumed  when  CID  released  freeze  controls  (Page  4). 

Improvement  in  these  areas  will  provide  additional  support  for  accomplishment  of  the 
Service's  Strategic  Business  Plan.  Timely  pursuit  of  civil  actions  will  further  promote  the 
objectives  of  inaeasing  voluntary  compliance  and  reducing  taxpayer  burden.  Delaying 
collection  action  hinders  the  Service's  efforts  to  collect  taxes  and  reduce  accounts 
receivable. 

Management  agreed  with  the  conditions  and  the  Regional  Commissioner  responded  with 
corrective  artions.  These  include  assigning  responsibility  to  ensure  that  freeze  controls  are 
correct  and  that  information  is  provided  to  other  divisions  when  appropriate.  In  addition, 
the  Collection  Division  purged  its  inventory  and  assigned  applicable  cases  to  revenue 
officers.   The  complete  response  is  included  as  Appendix  II. 
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REVIEW  OF  SELECTED  ACTIVITIES 
IN  THE  CHICAGO  CRIMINAL  INVESTIGATION  DIVISION 

INTRODUCTION  AND  BACKGROUND 

This  review  of  criminal  investigation  activities  in  the  Chicago  District  was  part  of  our  annual 
audit  plan.  We  conducted  the  audit  between  February  and  August  1992  in  accordance  with 
generally  accepted  government  auditing  standards. 

Criminal  Investigation  Division  (CID)  supports  the  IRS  mission  of  promoting  voluntary 
compliance  through  enforcement  of  tax  related  criminal  statutes.  Though  CID  strives  to 
initiate  investigations  with  good  potential,  not  all  investigations  result  in  a  prosecution 
recommendation.  CID  should  discontinue  investigations  when  they  determine  the  case  has 
no  prosecution  potential.  Some  investigations  result  in  prosecution  recommendations  which 
are  declined  by  District  Counsel,  Department  of  Justice  or  the  United  States  Attorney. 
When  appropriate,  information  should  be  referred  to  Collection  and  Examination  Divisions 
for  civil  action. 

CID  uses  computer  freeze  controls  to  monitor  taxpayer  accounts  and  alert  other  compliance 
funaions  of  the  need  to  coordinate  enforcement  actions.  Once  an  investigation  has  been 
completed,  CID  should  release  the  freeze  so  applicable  civil  action  can  start  or  resume. 
Some  criminal  convictions  result  in  conditional  probation  terms  based  on  payment  or 
settlement  of  the  civil  tax  liability.  This  requires  close  coordination  between  the  compliance 
funaions  to  ensure  the  court  is  notified  of  any  noncompliance. 

AUDIT  OBIECTIVES  AND  SCOPE  OF  REVIEW 

Our  objectives  were  to  determine  whether  (1)  non-grand  jury  discontinued  investigations 
or  declinations  were  actively  worked  by  special  agents,  monitored  by  group  managers  and 
closed  when  prosecution  p>otential  diminished,  (2)  coordination  by  CID  with  other 
compliance  functions  was  adequate,  (3)  freeze  controls  were  timely  input  and  released,  and 
(4)  accounting  and  managerial  controls  over  the  investigative  imprest  fund  were  effective. 

Details  of  our  audit  objectives  and  scope  of  review  are  included  in  Appendix  I. 

RESULTS  OF  REVIEW 

The  review  showed  that  discontinued  investigations  and  declinations  were  actively  worked 
or  inactivity  was  justified.  CID  closed  the  investigations  when  prosecution  potential 
diminished.  Discussions  with  group  managers  on  these  investigations  showed  that,  overall, 
they  were  very  knowledgeable  about  the  investigations  reviewed,  indicating  a  high  level  of 
involvement.  Our  review  also  showed  that  freeze  controls  were  initiated  on  subjects  of  CID 
interest  and  that  controls  over  the  investigative  imprest  fund  were  appropriate. 


OFFICIAL  USE  ONLY  -  Page  i 


244 


Chicago  Criminal  Invtstigation  Division 


However,  the  Distria  needs  to  place  additional  emphasis  on  initialing  or  resuming  civil 
actions  after  criminal  investigations  are  closed.  The  District  can  funher  promote  voluntary 
^compliance  by  ensuring  that: 

freeze  controls  are  timely  released  on  closed  CID  investigations; 

appropriate  tax  related  information  is  provided  to  Q)lIection  and  Examination 
Divisions  on  closed  investigations; 

proper  freeze  controls  are  used  when  monitoring  probation  terms;  and 

appropriate  collection  actions  resume  after  CID  removes  freeze  controls. 

Details  follow. 


CID  DID  NOT  TIMELY  RELEASE  FREEZE  CONTROLS  ON 
CLOSED  INVESTIGATIONS 


Freeze  controls  were  not  timely  released  in  23  of  our  sample  of  91  processed  during  1991. 
Tliese  delays  ranged  from  two  months  after  the  investigation  closed  to  over  one  year.  This 
unnecessarily  delays  civil  action.  TTiirteen  of  the  23  had  examination  actions  pending,  with 
one  also  having  a  balance  due  of  almost  $100,000.  These  were  controlled  with  a  transaction 
code  (TC)  914  which  prevents  transactions  from  posting  to  the  taxpayer's  account  without 
CID's  approval.   None  of  the  other  10  had  any  civil  action  pending. 

Six  of  the  23  were  discontinued  investigations.  Procedures  for  discontinued  investigations 
in  the  Chicago  District  require  that  the  special  agent  include  the  request  to  remove  controls 
with  the  closing  package.  However,  confusion  exists  within  the  division  about  who  is 
responsible  for  routing  the  requests  to  Administrative  Services  Section  for  processing.  Also, 
groups  do  not  receive  the  master  file  quanerly  inventory  listing  to  perform  verifications 
of  freeze  controls.  Instead  they  use  a  listing  printed  from  a  locally  maintained  system. 
Though  we  did  not  perform  a  complete  match  to  a  master  file  quarterly  inventory  listing, 
we  noted  inaccuracies  on  the  local  system. 

Management's  Response:  A  case  closing  document  identifying  distribution  of  freeze  code 
reversal  actions  on  discontinued  investigations  has  been  developed.  This  requires  that  each 
person  who  handles  the  closing  report  to  indicate  that  he/slie  has  completed  the  required  review. 
In  addition,  the  master  file  quarterly  listing  will  be  distributed  to  the  groups  for  reconciliatioru 

The  Regional  Commissioner's  complete  response  is  included  as  Appendix  II. 
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cm  DID  NOT  ALWAYS  PROVIDE  OTHER  FUNCTIONS  WITH  APPROPRIATE 
INFORMATION  FOR  CIVIL  ACTION  OR  MONITORING  PROBATIONS 


Special  agent  reports  were  not  provided  to  the  appropriate  compliance  function  in  14  of  a 
sample  of  27  FY  1991  closed  cases  identified  for  civil  action  referral.  These  reports  contain 
information  that  can  be  used  by  Examination  or  Collection  Division  in  assessment  or 
collection  aaions.  If  appropriate,  agents  should  include  information  in  reports  which  would 
support  recommendations  for  asserting  the  civil  fraud  penalty. 

In  addition,  CID  is  responsible  for  notifying  Examination  and  Collection  Divisions  when 
courts  specify  that  probation  of  the  sentence  is  conditioned  on  settlement  of  civil  tax 
liability.  TTiese  functions  are  then  responsible  for  monitoring  return  filing  and  tax  payment. 
They  are  also  responsible  for  informing  CID  of  any  noncompliance,  so  the  probation  officer 
can  be  notified.  The  proper  function  was  not  notified  of  tax  related  conditions  in  4  of  13 
conditional  probation  cases  reviewed.  These  cases  were  identified  through  the  Criminal 
Investigation  Management  Information  System  for  FY  1991  and  in  other  tests  in  our  review. 

CID  has  not  designated  responsibility  to  ensure  that  closed  case  or  probation  term 
information  '.s  referred  for  civil  follow-up  and  monitoring  when  appropriate.  Failure  to 
forward  closed  case  information  to  the  other  compliance  functions  may  reduce  the  potential 
to  assess  and  collect  taxes  and  penalties.  AJso,  voluntary  compliance  may  be  jeopardized 
by  the  Service  not  pursuing  collection  action.  This  is  especially  important  on  convictions 
with  probation  terms  contingent  upon  tax  law  compliance. 

Management's  Response:  77ie  case  closing  document  shows  distribution  for  special  agent 
reports  on  discontinued  investigations.  In  addition,  the  district  developed  a  standard 
memorandum  formal  for  notification  of  probation  terms. 


CID  DID  NOT  USE  PROPER  FREEZE  CONTROLS  TO  MONITOR 
CONDITIONAL  PROBATIONS 


CID  is  required  to  control  conditional  probation  cases  with  a  TC  910  until  probation  terms, 
such  as  return  filing  or  payment  of  taxes,  are  satisfied  or  terminated  by  the  court.  This 
allows  civil  action  to  continue  while  preventing  removal  of  tax  filing  or  payment  data  from 
master  file.  Ten  of  the  14  FY  1991  conditional  probation  cases  were  not  properly 
controlled  with  a  TC  910.  Furthermore,  three  of  the  10  were  improperly  controlled  with 
a  TC  914  freeze.  The  freeze  should  be  changed  to  a  TC  910  so  civil  action  specified  by  the 
court  can  continue. 
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Cases  under  TC  910  control  will  be  included  on  the  master  file  quarterly  inventory  listing. 
This  listing  should  be  used  to  monitor  return  filing  and  master  file  status.  However,  the 
Administrative  Services  Seaion  does  not  send  these  to  the  groups.  By  not  maintaining 
proper  account  control,  CID  may  not  become  aware  of  noncompliance  with  probation 
terms. 

Management's  Response:  The  master  file  quarterly  listing  will  be  distributed  to  the  groups 
for  reconciliatioit  In  addition,  the  status  of  all  freeze  controls  will  be  included  in  each  case 
discussion  and  will  be  documented  by  the  group  manager.  Branch  chiefs  will  review  all  freeze 
controls  during  in-depth  group  reviews. 


COLLECTION  DIVISION  DID  NOT  RESUME  ACTION  WHEN  CID 

RELEASED  FREEZES 


The  Special  Procedures  function  (SPO  did  not  adequately  monitor  their  hold  file  or 
inventory  listing  (DL\L)  to  release  cases  for  civil  action  when  notified  that  freezes  were 
removed.  SPf  is  responsible  for  coordination  of  collection  action  of  cases  under  criminal 
investigation  freeze.  The  hold  file  is  an  index  card  or  file  of  cases  controlled  with  a 
TC  914  freeze.  There  is  an  assignment  number  SPf  should  use  to  control  cases  in  the  hold 
file.   SPf  receives  a  DIAL  showing  all  cases  assigned  to  this  number. 

We  identified  64  out  of  a  sample  of  1 18  IMF  taxpayer  cases  that  SPf  improperly  maintained 
in  the  hold  file.  In  a  separate  test  of  the  901  tax  periods  on  the  March  1992  SPf  TC  914 
DIAL,  we  identified  593  that  SPf  improperly  controlled  through  the  assignment  number. 
This  included  141  periods  with  approximately  $2.6  irallion  in  tax  delinquent  accounts  and 
452  periods  with  taxpayer  delinquency  investigations.  In  87  percent  of  the  problem  cases, 
there  was  no  CID  freeze  control  or  the  control  was  removed  prior  to  1992.  Only  four  of 
the  hold  file  problem  cases  were  also  controlled  using  the  DIAL  assignment  number. 

Several  factors  contribute  to  the  current  condition.  The  SPf  advisor  responsible  for 
maintaining  the  controls  did  not  use  the  assignment  number  on  all  hold  file  cases  and  had 
a  backlog  of  freeze  control  forms  to  process.  In  addition,  SPf  did  not  perform  matches  of 
the  hold  file,  DIAL  or  master  file  quarterly  inventory  listing  of  current  CID  freezes.  By 
matching  these  sources,  SPf  could  have  identified  the  cases  that  should  have  been  released. 
However,  the  freeze  control  listing  SPf  is  receiving  is  not  in  alphabetical  sequence.  This 
makes  reconciliation  nearly  impossible.  A  listing  in  alphabetical  sequence  is  available  upon 
request  from  the  Criminal  Investigation  Branch  in  the  Service  Center.  Finally,  there  are 
no  desk  procedures  and  the  current  Internal  Revenue  Manual  (IRM)  procedures  are  too 
vague  to  provide  adequate  instructions  and  guidance  for  SPf  personnel.  The  Midwest 
Regional  Office  suggested  the  IRM  section  be  clarified  when  responding  to  a  General 
Accounting  Office  report  in  December  1991. 
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Internal  Audit  issued  two  Abstracts  regarding  hold  file  controls  in  early  1991.  The  Special 
Program  Officer  sent  both  to  Collection,  but  only  received  a  response  to  one.  This 
response  indicated  that  Collection  cases  with  TC  914  controls  would  be  receiving  priority 
attention. 

Unnecessarily  delaying  coUeaion  actions  on  cases  after  CID  controls  are  reversed  reduces 
the  potential  to  coUert  assessed  tax  and  increases  the  Accounts  Receivable  Dollar  Inventory. 
Also,  when  collertion  action  is  not  resumed  after  criminal  cases  are  closed,  noncompliance 
by  these  taxpayers  may  continue. 

Management's  Response:  A  master  file  quarterly  listing  in  alphabetical  sequence  will  be 
pfbvided  to  the  Special  Procedures  fiinction.  Special  Procedures  has  conducted  a  match  and 
purged  their  files  of  cases  in  which  the  freeze  has  been  lifted  Tliese  cases  are  now  assigned  to 
the  field  jor  collection  activity. 

The  regional  Collection  fiinction  will  conduct  a  follow-up  review  during  the  third  quarter  of 
FY  93  to  ensure  that  the  corrective  actions  underway  have  prevented  the  problem  from 
recurring. 


^c^^^^^ 


Stanley  D.  Welli 
Audit  Manager 
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DETAILED  AUDIT  OBJECTIVES  AND  SCOPE  OF  REVIEW 

Objective  1:  Determine  whether  non-grandjury  discontinued  investigations  and  declinations 
were  actively  worked  by  special  agents,  monitored  by  group  mangers  and 
closed  when  prosecution  potential  diminished. 

AUDIT  TESTS: 

1)  Selected  the  three  non-grand  jury  cases  declined  during  FY  1991  and  12  of  the  47 
non-grand  jury  discontinued  investigations  closed  during  FY  1991.  Considered 
elapsed  and  direct  investigative  time  in  discontinued  sample. 

2)""       Reviewed  the  15  case  files  and  administrative  files  to  determine  whether: 

a)  Investigation   requests  were   properly  approved,   showing  prosecution 
potential  and  justification  based  on  the  case's  strengths  and  weaknesses; 

b)  Investigative  work  plans  were  prepared  and  followed  and  estimated 
completion  dates  were  set  and  monitored; 

c)  All  reasonable  investigative  leads  were  followed  (tax  return  information. 
Collection  and  Examination  sources); 

d)  District  counsel  assistance  was  requested,  when  appropriate,  to  help 
determine  prosecution  potential; 

e)  IDRS  controls  were  timely  requested  and  released; 

f)  Information  was  gathered  before  authorization  or  from  unauthorized 
sources; 

g)  Informant's  names  were  identified; 

h)  Inactivity,  elapsed  time  and  hours  expended  were  justified; 

i)  Investigations  should  have  been  discontinued  earlier; 

j)  Formal  quarterly  reviews  (Form  6083)  were  conducted  by  the  group 
manager; 

k)  The  group  manager  was  involved. 


-  OFFICIAL  USE  ONLY  -  Page  l 


249 


DeUiled  Objectives  and  Scope  of  Review  Chicago  Criminal  Inv^tigation  Division  -  Appendix  I 

3)  Interviewed  case  agents  and  group  managers  to: 

a)  Determine  how  they  control  investigations; 

b)  Resolve  discrepancies  noted  during  case  review. 

4)  Reviewed  the  reasons  for  declination  and  evaluated  deficiencies  in  the  investigation. 
Considered  weaknesses  in  review  of  discontinued  investigations. 

5)  Determined  whether  the  Assistant  Regional  Commissioner  (CI)  disagreed  with  any 
Declination  Memoranda  and  how  the  matter  was  resolved  (with  Regional  Counsel 

""        or  elevated  to  Regional  Commissioner). 

6)  Considered  any  integrity  issues,  especially  those  regarding  the  validity  of  declinations 
and  rebuttals  or  disagreements. 

7)  Checked  CIMIS  Report  3  (Alpha  Listing)  and  identified  one  instance  where  it 
appeared  an  investigation  was  discontinued  then  later  re-opened. 

Objective  2:  Determine  the  adequacy  of  CID's  coordination  with  other  compliance 
divisions  to  pursue  civil  action  on  closed  investigations  and  monitor 
conditional  probation  cases. 

AUDIT  TESTS: 

1)  From  CIMIS,  identified  civil  actions  required  for  27  cases  closed  in  FY  1991.  The 
original  population  consisted  of  50  closed  cases  but  23  were  closed  prior  to  FY  1991. 

2)  Discussed  CID's  procedures  for  notifying  Examination  or  Collection  and  any  future 
coordination  with  group  managers,  special  agents,  and  CID  Administrative  Services. 

3)  Determined  whether  CID  timely  notified  Examination  or  Collection  by  reviewing  the 
date  on  closing  memorandums  and/or  Special  Agent  Reports  and  receiving  date 
stamp. 

4)  Interviewed  the  Examination  Civil  Fraud  Coordinator  and  SPf  TC914  Coordinator 
to  determine  how  they  control  cases  referred  for  civil  action  and  monitored 
probation  cases. 

5)  Checked  IDRS,  reviewed  master  file  transcripts,  and  reviewed  CID  administrative 
folders  to  determine  if  civil  action  was  being  pursued  and  if  controls  were  reversed. 

6)  Reviewed  Reports  of  Legal  Action  (RLA)  for  15  conditional  probation  cases 
identified  on  CIMIS  Report  7  and  13  conditional  probation  cases  identified  in 
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Objective  3  to  determine  if  conditions  were  tax-related. 

7)  Reviewed  records  in  Examination  and  Collection  to  determine  if  probations  were 
being  properly  monitored. 

8)  Interviewed  the  CID  Civil  Fraud  Coordinator  to  determine  responsibilities  as  they 
are  carried  out  and  the  amount  of  coordination  with  other  functions. 

9)  Reviewed  118  IMF  case  files  in  the  SPf  Hold  File  inventory  on  May  14,  1992  and 
the  March  1992  inventory  listing  (DIAL)  for  6993  to  determine  if  there  were  still 
open  CID  freezes  on  the  modules  and  if  cases  were  being  properly  controlled  and 
monitored. 

Objective  3:    Determine  if  CID  freezes  were  appropriate  and  timely  input  and  released. 

AUDIT  TESTS: 

1)  Identified  through  computer  assistance  all  accounts  placed  under  or  removed  from 
freeze  during  CY  1991.  Selected  a  sample  of  99  reversed  and  50  unreversed  freeze 
controls. 

2)  Reviewed  master  file  transcripts  to  identify  when  controls  were  input,  posted  and 
released  and  to  determine  the  effect  of  untimely  release  of  the  control  on  the 
accounts  (statute  expired,  delay  of  Collection  or  Examination  activity). 

3)  Traced  cases  to  Criminal  Investigation  Management  Information  System  (CIMIS) 
Report  3,  Alpha  Listing,  and  to  Report  6,  Closed  Investigations,  to  compare  the 
freeze  date  with  the  date  the  investigation  was  initiated  and  closed. 

4)  Reviewed  CID  files  to  determine  the  date  the  special  agent  signed  the  Form  4135 
(Criminal  Investigation  Control  Notice)  to  release  the  control,  the  dates  received  by 
Administrative  Services  and  Criminal  Investigation  Branch  and  the  freeze  release 
cycle  to  identi^'  where  the  delay  occurred. 

5)  Discussed  the  untimely  cases  with  Group  Managers  to  determine  the  cause. 

6)  Determined  procedures  for  using  the  Quarterly  Control  Case  Inventory  list  through 
discussions  with  group  managers  and  the  Administrative  Section. 

7)  Checked  our- sample  to  the  Distria's  Zilog  inventory  list  to  determine  if  there  were 
any  mismatches  between  the  district's  list  and  Master  File. 

8)  Identified  investigations  closed  with  conditional  probations  from  CIMIS  Report  07, 
Subject  Investigation  -  Legal  Actions,  for  FY   1991.     Reviewed  transcripts  to 
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determine  whether  the  accounts  had  proper  CI  freezes  and  whether  there  was  civil 
artion  occurring. 

9)  Reviewed  IDRS  and  transcripts  on  Special  Enforcement  Project  subjects  identified 
from  CIMIS  Report  03,  Alpha  Listing,  and  the  Organized  Crime  Digest  to  determine 
whether  CID  properly  controlled  them  with  freezes. 

Objective  4:    Determine  the  effectiveness  of  accounting  and  managerial  controls  over 
Investigative  Imprest  Funds. 

AUDIT  TESTS: 

1)  Conducted  a  verification  on  February  19,  1992  of  the  investigative  imprest  fund. 
Reconciled  the  checking  account,  and  physically  verified,  where  feasible,  all 
outstanding  advances  and  subvouchers  to  special  agents. 

2)  Reconciled  checkbook  records  with  bank  records.  Reviewed  bank  signature  cards 
to  determine  if  they  were  properly  prepared  and  updated. 

3)  Examined  Fiscal  and  cashier  office  records  for  1985  to  February  19,  1992  to 
determine  if  Forms  1129  (Reimbursement  Voucher  and  Accountability  Report)  and 
SF211  (Request  for  Change  or  Establishment  of  Imprest  Fund)  files  are  submitted 
each  time  a  change  in  cashiers  or  fund  level  occurs. 

4)  Reviewed  procedures  for  the  eight  open  authorizations  with  expenditures  exceeding 
$9,000  that  were  not  support  accounts.  The  eight  included  174  subvouchers  and  1003 
expenditures.  Compared  41  travel  related  expenditures  to  travel  records  to 
determine  if  there  was  duplicate  reimbursement. 

5)  Reviewed  127  records  for  timeliness  of  extensions. 

6)  Reviewed  FY  1991  and  1992  Forms  1149  (Statement  of  Designated  Depositor)- 
Account)  and  1129  for  timeliness  and  Form  1129  to  determine  if  the  fund  is  kept  at 
the  lowest  practical  level. 

7)  Reviewed  the  independent  unannounced  fund  verifications  conducted  for  the  period 
October  1990  through  January  1992. 

8)  Evaluated  fund  security  and  physical  safeguards  through  discussions  and  observations 
with  the  appropriate  personnel. 

9)  Analyzed  for  proper  separation  of  duties  between  authorizing  payments  and  making 
disbursements. 
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lnt*mai  R«vmhm  SatvIc* 

memorandum 

d*t..       NOV  •  I  us 

tor      KsgioB«l    2n«p»cter 


lt*4leiul   Caaalaalenar 
Mldw«*t   Kagleti 


•ubjscti      Intamal  Audit   Kapott   of  toloctad  Xetlvltloa   in  tho  Chietge  Dlatriet'o 
Cxialnal    Invostlgatlon  Oivltloa    (CID) 

In  roapena*  to  tha   aubjact   raport   and   in  aeeerdaBca  with   IBM  I3t*,    I   as 
providing  tha    following   Informal Ion i 


CIO  did  no«    tlaaly   ralaaaa   fraata  controls  ea  eleaad   lavaatlgatlona. 

nmmMrr  or  ^kaai(a)i 

Cenfsalen  aalata  cencamlBq  tba  raapenalfelllty  of  routlag  tha  ravaraal 
raquasta  to  AidalolatrttlTa  aarvleaa.      In  addition,   a  locally  aaiataiaad  Naatar 
rila   liatiag  of    fraasa  control*    la  oaad   for   fraaia  coda  varlf leatlena   rathar 
than  tha  aarrlco  caatar   ganaratad   Hat.      Thara  wara   iaacoiraeiaa   in  tha   local 
ayataa. 

coB>acrzva  acncarii 

a  Caaa  Cloalng  aoutlna  11 tn   Idaatlfying  dlatrlbutlon  of   fraaaa  coda  ravaraal 
actions   OS   diaco«itiikuad    iovaatigatlona   haa  baan    La^laaantad.      Thla   routing 
allp  ra^iraa   that   aach  paraoa  who  baadlaa   tha  cloaiag   raport  auat    indlcata 
that   ba/aha   haa  eoaplatad  tha  ra^irad  ravlow  of  tha  rapert,    tha  dlatrlbution 
of  tha  eoplaa  to  tha  appreprlata  fuactioa,   and  tha  Input  of  tha  data  en  reia 
4«30a  late  czxxa. 

hrrangoaiaota   hava  alae  baan  airta   for  tha  Xanaaa  City  ■arrlea  Cantar  to 
ganarata  tha  Maatar  rila   fraasa  coda  llstlag  ea  a  *by  greap*  baaia.     Thla 
Hating  will   ba  dlatrlbutad  to  tha  groupa   for  raeoac Illation. 

OeaVlatad  lagaat    10,    1M3 

kiaii 

dilaf,    ClOi    hdalnlatratl**  aarrlcaa  Chief    (Chicago  Dlatrlctli    and  MtC    (CI), 
Hldwaat   aaglen 


JIAM  HDVCST  ■  r*CfU   Mo  Cart* 
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-a- 


CXD  did  net   «lM«yi  provlda  othat   functions  with  approprlAt*   intenution   for 
civil   •ction  or  aoaitoring  of   prob«tions. 


•p«cl«l  k9*nt   ropert*  wora  oet  alwcy*  pmidad  to  th«  appropriat*  ceaplianca 
function.      CIO  ha*  not   aloaya  netifiad  tha  propar    function  vhao  aattl^aaat  pf 
civil   tax  llabilitlaa    la  a  condltioa  of  probatioa.  ^  • 

ooBBacnva  actiobi 

Tha  c««a  cloalna  Koutlna  Ilia   idaatifyinq  diatritoutioa  ef   Spacial   Aqant 
raporta  oa  dlscontlnuad   invaatigationa  haa  baan   lAplaaaatad. 

DffLBOVI&nca  niLSBi      Oam^lmtaa  aagmat  10,    l*ta 

■>mraniB,a  cmciJkL(S)a 

Chiaf,   CIO    (Chicago  Olatrlcti 
MtC   (CI).    Hidwaat   Kaglon 

liMiiii  or  umoammmitncm/ri^imBi 

CIO  did  net  uaa  propar   fraaaa  eoatrela  to  aenitor   coaditional  probationa. 


k  locally  aaintaiAad  Maatar  rila  liatinf  ef   fraaia  centrola   la  uaad  for  fraata 
coda  varifieationa   rathar   than  tha  (arvica  Cantar  ganaratad   liat.      Thara  Mara 
Inaceuraciaa    in  tha   local   ayataa. 

oonBcrm  acnoBii 

fcrringaaanta  hava  baan  aada  for  tha  Kanaaa  City  •arrie*  Cantar  to  ganarata  tha 
Maatar  rila   fraaaa  coda  llatiog  aa  a  'by  group*  baaia.      Thla   Itatlnf  will  ba 
diatributad  to  tha  groupa   tor  racoaciliatioa. 

MFI  ■imHiTICB  BAXSt      fWaiila^ad  tagaat   10.    IMS 


Tba  atataa  ef  all  fraaaa  coatrola  will  ba  ooa  of  tha  itaaw   included   in  each 
eaaa  diacuaaiea  and  will   ba  docuaaatad  by  tha  group  aaiugar.      All   fraaaa 
ceatrela  will  ba  reviewed  by  tha  branch  chiaf  during  each  In-^pth  group 


JEAti  tiDWEST  ■  fmfU  Mto  Cv*/ 
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-J- 

••Vlonal  la«p*cter 
■BaroBuaLB  amci>L(«)t 

•raaea  CtX»t»     and  Oroup  lunagara  (Chlea^a  Dl«trlet| 
ica  DasBi  octatMT  1,  i*ta 
i/moiaei 
Oollaetieo  Olvlaloa  did  not  rasuaa  action  whan  CID  ralaaaad  fraaaaa. 


k  Batch  of  tha  iBvaatery  aaalgnad  to  Ipaclal  Vrocaduraa  to  tha  DIAL  laauad 
fro*  CID  could  bava  Idantlflad  all  caaaa  that  ahould  hava  baaa  ralaaaad. 
■owavar,  tba  fraasa  control  Hating  fpaelal  frocaduraa  la  racalvln^  la  not  In 
alphabotlcal  aaquaaca.   Thla  ecaataa  graat  difficulty  In  raeonclllnq. 

UJ— CliW  kCTIOMt 

K  Haatar  rila  ^artarly  llatlnq  la  balng  focaattad  to  provlda  (paclal 

Procaduxaa  a  workabla  llatlnq  la  U-HUl   ordar.   Tha  CI  Iranch,  la  coordination 

with  tba  Kanaaa  City  tarvlca  Cantar  Conpllajica  Division,  will  provlda  Spaclal 

frocaduraa  with  thla  pregraa.   A  control  haa  baaa  aatabllabad  to  anaura  Ita 
racalpt  ea  a  quartarly  baala. 

Tha  Hmtanum   Offlca  Advlaor  la  Ipaclal  rroeaduraa  haa  aianually  conductad  a 
phyalcal  Match  and  purgad  tboaa  appllcabXa  caaaa  In  which  tha  fraaia  haa  baan 
llttad.   Thosa  caaaa  In  which  tha  fraaia  haa  baan  llftad  ara  now  aaalgnad  to 
tha  flald  function  for  collaction  activity. 


1»*3 

ooBncriTB  acTioBf 

Tha  roqlooal  collaction  function  will  conduct  a  (ellow-up  raviaw  during  tha 
third  quartar  of   PT  9i  to  anaura  that   tha  corractlva  actlona  undarway  hava 
pravantad  t)ka  problaa  froa  raoccurrlng. 

atPLBi^mtnca  oaxsi    jua*  m.  imj 

■mtwfj  amciaL(«i> 

OLlaf,  Oellactlen  Dlvlaten  (Chicago  Otatrlc«|  and  AKC  (Collaction),  Kldwaat 
Rag lea 


It  thara  ara  any  qaaatlona  ragardlng  thla  raaponaa,  aiahara  of  yoar  atatf  aay 
coatact  Kuth  Volgt  on  m  ll7-M*-i*ia. 


f^d€^9 


TEAM  umwEST  ■  ttofit  MW>  Cani 
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Taxpayer  Uniform  Treatment 

Question.  What  management  steps  has  the  IRS  taken  to  ensure  that  there  is  uni- 
formity nationwide  in  the  treatment  of  taxpayers  for  tax  violations? 

Answer.  The  Service's  primary  selection  for  auditing  returns  begins  with  our  Tax- 
payer Compliance  Measurement  Program  (TCMP).  This  involves  the  random  selec- 
tion of  taxpayers  for  comprehensive  audits.  The  results  of  these  audits  are  analyzed 
to  develop  discriminant  functional  (DIF)  data  which  is  used  to  score  returns  as  they 
are  filed.  A  return  with  a  higher  DIF  score  is  more  likely  to  have  errors.  The  system 
also  is  used  to  determine  levels  of  compliance  for  various  classes  of  taxpayers  and 
to  develop  yield  curves.  The  yield  curves  are  used  to  predict  the  amount  of  addi- 
tional taxes  that  would  be  assessed  at  varying  levels  of  coverage. 

Management  considerations  in  allocating  resources  for  the  auditing  of  tax  returns 
and  the  collection  of  amounts  due  is  based  on  resources  availability  and  workload. 
The  IRS  determines  the  number  of  returns  by  taxpayer  class  to  audit.  The  returns 
are  generally  selected  based  on  DIF  scores  which  cause  the  returns  with  the  highest 
potential  tax  adjustment  to  be  selected  first,  regardless  of  location.  This  allows  the 
IRS  to  maximize  revenue  to  the  government  and  ensures  that  the  most  non-compli- 
ant classes  of  taxpayers  are  most  likely  to  be  audited.  The  IRS  uses  the  Collection 
Resource  Database  and  Information  Tracking  System  (CREDITS)  to  base  its  re- 
sources decisions.  Recommendations  by  the  Collection  Resource  Allocation  Study 
Group  are  being  implemented  (See  Attachment  A).  These  actions  will  improve  the 
staflRng/workload  balance  among  District  Offices. 

Because  of  geographic  and  demographic  differences,  workload/staffing  among  Dis- 
trict Offices  will  never  be  perfect.  However,  actions  are  being  taken  to  improve  it 
by  designating  some  District  Offices  as  "no  growth  areas"  where  resources  will  be 
allocated  sufficient  to  fund  permanent  employees  less  attrition. 

In  addition,  the  IRS  has  instituted  new  ways  of  doing  business  such  as  Compli- 
ance 2000  and  the  Market  Segment  Specialization  Program  (MSSP)  which  have  re- 
sulted in  the  creation  of  industry  agreements  on  the  way  certain  issues  should  be 
reported  and  auditing  guidelines  to  standardize  the  audit  techniques  used  by  exam- 
iners nationwide.  The  Office  of  Penalty  Administration  serves  as  a  focal  point  for 
assuring  Servicewide  consistency  of  the  application  of  penalties.  (Attachment  A  fol- 
lows) 
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Tax  Evasion 

Please  respond  to  the  following  questions  about  the  IRS  program  for  private  citi- 
zens who  contact  the  IRS  about  possible  tax  evasion: 

Question.  How  many  phone  calls/letters  does  the  IRS  receive  from  citizens  about 
tax  violations? 

Answer.  The  number  of  phone  calls/letters  received  by  IRS  Criminal  Investigation 
from  the  public  reporting  possible  tax  evasion  is  not  tracked. 

Question.  How  many  of  those  contacts  lead  to  investigations? 
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Answer.  In  fiscal  year  1992  and  fiscal  yeau-  1993,  614  and  460  investigations,  re- 
spectively, were  initiated  as  a  result  of  information  provided  by  the  public. 

Question.  Of  those  investigated,  how  many  individuals  were  actually  found  to  owe 
taxes? 

Answer.  In  fiscal  year  1992  and  fiscal  year  1993,  349  and  312  individuals  respec- 
tively, were  recommended  for  prosecution  for  violation  of  the  Nation's  tax  laws  as 
a  result  of  information  provided  by  the  public.  It  should  be  noted  that  a  direct  cor- 
relation between  the  number  of  investigations  and  the  number  of  individuals  found 
to  owe  taxes  in  any  given  fiscal  year  does  not  exist.  An  investigation  initiated  in 
1-fiscal  year  may  not  result  in  a  prosecution  until  the  following  fiscal  year  or  later. 

Question.  Is  the  information  received  from  the  citizen  placed  in  the  file  of  the  ac- 
cused taxpayer,  even  if  there  is  not  an  investigation? 

Answer.  No. 

Question.  Provide  all  IRS  guidelines/regulations  and  management  directives  on 
this  matter.  (Guidelines/regulations  follow) 
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(7-30-93) 


310  (■12-28-92)  9784 

Centralized  Evaluation  and 
Processing  of  Information  Items 
Systems  (CEPIIS) 

311  (12-28-92;  9764 

Scope 

311.1  (12-2B-92)  9784 

General 

The  Chief,  CIB.  is  responsible  for  evaluating 
letters  or  other  correspondence  from  infor- 
mants, ADP  and  service  center  generated  data 
items,  and  other  tax  related  data,  as  appropri- 
ate. Exhibit  3  outlines  the  Information  Item 
Process. 

311.2  (7-30-93)  9784 

Definition  of  Information  Items 

(1)  "Information  Items"  are  communications 
and  information  received  alleging  or  indicating 
a  violation  within  the  investtgative  junsdiction  of 
the  Internal  Revenue  Service. 

(a)  For  the  CIB's  that  evaluate  information 
items  at  the  center,  the  tax  examiner  or  a  desig- 
nee selected  by  the  Chief,  CIB,  will  evaluate  all 
"Informants'  Communications"  to  determine  if 
the  item  has  CID,  Collection  or  Examination 
potential,  or  rt  the  item  should  be  closed  to 
"Rejects".  In  the  regions  where  the  information 
items  are  evaluated  at  the  district  level,  see  text 
311.3:(1). 

(2)  "Information  Items"  to  t>e  evaluated  and 
processed  at  the  sennce  center  include: 

(a)  Letters  or  other  coaesponder>ce  from 
informants; 

(b)  Memorandums  of  conversations  or 
"telepfTonic"  interviews  with  informants; 

(c)  Information  from  other  government 
agencies; 

(d)  Data  regarding  violations  developed  or 
received  by  employees  of  the  Internal  Revenue 
Service; 

(e)  ADP  and  service  center  generated 
data  concerning  potential  violations  wttere  a 
return  has  been  requisrtior>ed.  or  other  investi- 
gative steps  are  further  information  after  tfie 
receipt  of  the  listing;  and 

(f)  Other  related  data  as  appropriate. 

(3)  "Other  Information"  listed  in  the  Master 
Alpha  Index  which  is  a  part  of  this  centralized 
system  at  the  service  center  includes  Criminal 
Investigation  General,  Primary  and  Subject 
(Criminal/Seizure)  Investigations. 


311.3    f  7-30-93)  9784 

Processing  of  Information  Items 
at  District  Office 

(1)  The  Chief,  Criminal  Investigation  Division 
(CID).  or  designee,  has  the  option  of  evaluating 
information  items  at  the  distnct  level,  or  trans- 
mitting items  to  the  service  center  for  evalua- 
tion. If  the  Chief,  or  designee,  elects  to  evaluate 
an  information  item  at  the  district  level  a  Primary 
Investigation  will  be  initiated.  The  Chief  may 
assign  the  information  item  to  an  agent  to  make 
limited  inquiries  as  provided  in  IRM  9311.3:(2), 
or  initiate  a  Subject  Investigation. 

(2)  The  Chief,  CID.  will  transmit  the  "Informa- 
tion Items"  not  selected  for  investigation  and 
"Other  Information"  each  Friday  to  the  Chief, 
CIB  at  the  service  center  serving  the  respective 
district.  Mail  will  be  delivered  unopened  to  the 
office  of  the  Chief.  CIB.  Form  4920,  Criminal 
Investigation  Documents  Transmittal  Notifica- 
tion and  Receipt,  will  t>e  used  to  transmit  appro- 
priate documents.  The  words  "Information 
Items"  should  t^e  typed  in  on  line  7.a5  of  Form 
4920  and  the  number  of  information  items 
transmitted  should  be  typed  in  on  line  7.b5. 
"Other  Information"  should  be  typed  in  on  line 
7.a6  and  on  the  following  lines  the  separate 
types  and  quantity  of  other  information  forward- 
ed, such  as  Form  4930A,  Oiminal  Investigation 
Division  General/Primary/Subject  Investiga- 
tion Report,  etc.  All  transmittals  of  "Information 
Items"  and  "Other  Informaion"  tjetween  the 
districts  and  the  service  center  will  be  in  double 
sealed  envelopes  as  required  tjy  IRM  9723.1. 
Cloth  outer  containers  or  pouches,  appropriate- 
ly sealed,  should  be  used  to  reduce  the  chance 
of  loss  through  damage  to  the  envelope. 


311.4    02-28-82)  9784 

Receipt,  Evaluation  and 
Processing  of  information  Items 
at  the  Service  Center 


311.41     f  12-28-92)  9784 

Receipt  of  Information  at  the 
Service  Center 

Only  written  communications  from  infor- 
mants that  are  tax  related  will  be  acknowledged 
in  accordance  with  text  311.7:(5). 


MT  9784-34 


311.41 

IR  M«nu«l 
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page  9784-18 

(7-30-93) 


Handbook  for  Chief,  Criminal  Investigation  Branch, 

at  the  Service  Center 


311.42    (12-28-02)  9784 

Evaluation  of  Information  Items  at 
the  Service  Center 

(1)  The  tax  examiner  or  a  designee  selected 
by  the  Chief,  GIB,  will  evaluate  all  "informants' 
communications"  to  determine  if  the  item  has 
CID,  Collection  or  Examination  potential,  or  if 
the  item  should  be  closed  to  "Rejects".  In  the 
regions  where  the  information  items  are  evalu- 
ated at  the  district  level,  see  text  311.3:(1). 

(a)  The  following  disposition  will  be  made, 
t)ased  on  the  information  provided: 

1  CID  (Items  sent  to  district  CID  for  eval- 
uation will  rK>t  t>e  suspensed) 

2  Examination 

3  Collection 

4  EP/EO  and  Appeals 

5  Transfer  to  Other  Agency  (send 
through  Disclosure) 

6  Transfer  to  other  centers 

7  Rejects  (90-day  suspense  file) 

(b)  Selection  criteria  for  CID,  Collection, 
Exam  and  EP/EO  should  t>e  developed  on  a 
local  t>asis,  criteria  set  forth  in  311  of  LEM  IX 
sfiould  be  considered  wtien  developing  local 
criteria. 

(c)  The  tax  examiner.  CID  will  reject  to  90- 
day  suspense  file:' 

1  Items  in  which  the  entity  information  is 
incomplete  or  Illegible; 

2  Items  in  which  insuffiaent  information 
is  available  for  a  ^ead  to  be  developed;  and 

3  items  which  do  not  meet  tocaj  estab- 
lished criteria  or  criteria  established  in  311  of 
LEM  IX. 

(2)  An  item  that  includes  a  claim  for  reward 
(Form  211 — Application  for  Reward  for  Original 
Information),  or  reimburserT>ent  (Form  211A — 
State  or  Local  Law  Enforcement),  or  indication 
is  provided  that  a  form  "will  be  filed",  or  that  a 
form  "was  provided",  requires  the  preparation 
of  a  Form  3949  (See  Exhibrt  14),  with  Item  16, 
Disposition,  marked  either  CID,  Examination, 
Collection  or  Suspense. 

(a)  If  K  is  marked  CID,  the  original  claim  or 
application  ak>r>g  with  a  copy  of  th  item,  will  be 
forwarded  to  the  Informant  Claims  Examiner 


(ICE)  in  either  the  Service  Center  Examination 
or  CO  Branch  for  processing  per  IRM  4171.5.  A 
Memo  Routing  Slip  (Form  1725)  should  be  at- 
tached to  indicate  that  a  copy  of  the  Item  was 
forwarded  to  the  Chief.  CID,  for  further  evalua- 
tk}n.  A  Memo  Routing  Slip  will  t^e  attached  to 
the  copy  forwarded  to  the  Chief.  CID,  to  serve 
as  notification  that  a  Claim  for  Reward  (Form 
211),  or  an  Application  for  Reimbursement 
(Form  211  A)  regarding  the  item  was  forwarded 
to  the  ICE.  The  Chief,  CIB  will  inform  the  ICE 
whether  the  item  is  accepted  for  investigation 
or  returned  to  the  service  center. 

(b)  If  the  item  Is  marked  "Examination"  tfie 
complete  file  will  t>e  sent  to  the  designated 
Examination  Classifiers  at  the  service  center. 

(c)  If  a  request  for  a  Form  211  or  211 A  is 
received  t)y  the  CIB  after  an  informant's  com- 
munrcation  has  been  rejected  and  CIB  does  not 
have  any  record  on  CEPIIS,  a  letter  must  be 
sent  to  tfie  informant  by  the  Chief,  CIB,  stating 
that  IRS  has  no  record  of  the  claim  ar>d  request 
thiat  the  informatkjn  be  resubmitted.  The  infor- 
mant should  t>e  advised  that  the  claim  will  be 
reevaluated  when  the  informatkjn  is  submitted. 

(d)  If  a  Claim  for  Reward  or  Application  for 
Reimbursement  is  received  by  the  CIB  after  the 
informatkm  has  t>een  sent  to  Examinatk^n,  Col- 
lectxKi  or  CID,  Item  1 1  on  tf>e  original  Form  3949 
will  t>e  changed  to  reflect  that  the  daim  or  appli- 
catksn  has  been  filed.  The  changes  sfioukj  t>e 
input  to  the  Master  Alpha  Irvjex.  The  original 
claim  or  app1k:ation  will  be  furnished  to  tf>e  ICE 
for  processing. 

(e)  if  Form  3949  indicates  Form  211  or 
211 A  was  furnished,  or  will  t>e  filed,  evaluate  the 
potential  of  the  lnformatk>n  item. 

1  If  the  item  has  merit  enter  tt>e  informa- 
tion on  CEPIIS,  including  the  appropriate 
dispositkxv 

2  If  the  Kem  is  to  be  rejected  due  to  "lack 
of  potential",  enter  tt>e  informatkjn  on  CEPIIS, 
including  the  appropriate  Form  211  or  211A 
status  and  the  disposition  of  "Suspense". 
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3  If,  or  when.  tt>e  Form  211/211A  is  re- 
ceived, check  CEPIIS  for  disposition,  research 
IDRS  and  order  tax  returns  or  secure  MFTRA 
transcript  as  needed.  Sen/ice  centers  may  be 
requested  to  perform  the  requested  research 
on  an  expedite  basis.  Treasury  Enforcement 
Communications  (TECS)  inquiries  and  a  search 
of  CEPIIS  and  other  available  CID  files  will  t>e 
conducted.  Procedures  relating  to  transfer  of 
Information  to  Examination  and  Collection  and 
the  specific  research  required  will  be  deter- 
mined by  each  respective  center.  If  the  item  is  in 
"suspense",  pull  the  item  for  review.  If  addition- 
al information  is  provided,  evaluate  in  conjunc- 
tion with  available  information.  If  no  new  infor- 
mation is  provided  and  ttie  item  still  has  no 
potential,  continue  to  maintain  the  item  in  "sus- 
pense" and  inform  the  ICE.  The  purpose  of 
these  "special  handling"  procedures  for  re- 
ward claims  is  to  maintain  an  accurate  audit  trail 
of  claims  received,  regardless  of  final 
disposition. 

4  The  suspense  listing  should  be  re- 
viewed on  a  rtxjnthly  basis.  Any  item  awaiting  a 
Form  21 1  or  21 1  A,  for  more  than  3  years,  should 
be  reevaluated  in  order  to  determirra  the  poten- 
tiaJ  and  arrive  at  a  decision  whethter  to  delete 
the  information  from  CEPIIS. 

(5)  Items  that  are  evaluated  and  determir>ed 
to  be  "Rejects"  will  t>e  segregated  and  placed 
in  a  separate  storage  area.  These  items  will  t>e 
placed  in  monthly  files;  they  will  not  be  nunv 
bered,  microfilmed,  or  IrxJexed  in  any  way  nor 
should  Forms  3949  be  prepared.  The  entire 
rTKXithiy  file  will  be  destroyed  90  days  from  the 
last  dated  Item  in  the  file. 

(6)  The  Chief,  CIB,  prior  to  destruction  of  a  90 
day  oW  fTK5nthty  file,  will  take  necessary  steps  to 
ensure  that  the  information  items  have  t>een 
property  evaluated  by  reviewir>g  10  percent  of 
the  inventory  of  closed  items.  The  Chief  will 
maintain  a  rrranthly  log  of  these  items.  The  log 
win  reflect  the  rnimber  of  rejects.  numt>er  of 
Kerns  reviewed,  date  reviewed,  results  of  the 
review  and  the  initials  of  the  reviewer. 

311.43  02-2a-02)  07S4 

Processing  of  Information  Items 
at  the  Service  Center 

(1)  For  each  irrformation  item  evaluated  and 
selected  for  Service  action,  a  Form  3949  will  t>e 
prepared.  Each  Form  3949  will  be  serially  num- 
bered with  an  eight-digit  document  control 
number  (DCN).  The  numb>er  will  be  entered  in 
Section  1  of  each  Form  3949  used  as  the  input 


document.  The  first  two  digits  represent  the 
district  that  originated  the  item.  The  next  five 
digits  represent  a  single,  chronological  se- 
quence of  all  districts  serviced  by  each  sen/ice 
center.  A  new  chronological  sequence  will  t)e- 
gin  with  00001  the  first  workday  of  each  fiscal 
year.  The  eighth  digit  will  be  preceded  by  a  dash 
(-)  and  will  represent  the  last  digit  of  the  current 
fiscal  year.  On  fiscal  years  endir>g  in  zero  (i.e. 
FY  90).  this  sequential  numt>er  cannot  end  in 
double  zeros.  When  double  zeroes  are  as- 
signed (i.e.  100.  200,  300,  etc.),  duplicate 
OCN's  will  result  Duplicate  CX^N's  may  also 
result  if  items  remain  on  the  listing  for  more  thian 
10  years. 

(2)  "Information  Items"  returned  to  the 
Chief,  CIB,  because  tttey  failed  to  nneet  selec- 
tion criteria  or  returned  by  the  Chief.  CID.  arxl 
require  no  further  Service  action  will  be  closed 
to  "Rejects".  A  form  3949E  (See  Exhibit  15), 
C.I.D.  Correction/Deletion  Data,  will  t>e  pre- 
pared to  deiete  these  items  from  the  Master 
Alpha  Index.  Both  the  Form  3949E  and  the 
Form  3949  will  be  associated  with  the  items  ar>d 
closed  to  "Rejects". 

(3)  Items  evaluated  as  not  having  criminal 
prosecution  potential  that  relate  to  EP/EO  will 
be  immediately  sent  to  the  Chief.  EP/EO  Divi- 
sion in  ttie  key  district  The  Chief,  CIB,  will  com- 
plete Item  16.  Form  3949  by  entering  either  EP 
or  EO  in  "Other". 

(4)  Correspondence  or  other  documents  not 
properly  classified  as  "Information  Items"  or 
"Other  Information"  and  information  items 
closed  to  "Rejects"  on  initial  evaluation  will  not 
be  input  to  the  Master  Alpha  Index  unless  asso- 
ciated with  a  Form  211  or  211A  as  previously 
covered. 

(5)  See  text  311.62  for  processing  instruc- 
tions for  special  situations. 

(6)  Information  Items  received  regarding 
Service  employees  need  to  be  coordinated  with 
Internal  Security. 

311.44    (11-38-02)  >7M 

Transfer  of  Information  Items 

If  Criminal  Investigation  determines  that  an 
item  relates  to  a  taxpayer  in  arrather  district  the 
Chief,  CIB.  of  ttie  receiving  service  center  will 
forward  the  original  information  item  and  a  copy 
of  tt»e  Form  3949  to  the  Chief,  CIB,  servicing  the 
district  in  which  the  taxpayer  resides.  For  refer- 
ence arKJ  control  purposes  a  Document  Control 
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Number  will  be  assigned  to  each  item  and  en- 
tered on  the  Alpha  Index.  Item  16  (Disposition) 
on  Form  3949  will  show  the  service  center  num- 
ber to  which  the  information  was  forwarded  and 
the  date  sent. 

311.45    (12-20-92)  9764 

Information  Items  Put  In 
Suspense 

(1)  Frequently  "Informants'  Communica- 
tions" are  received  for  evaluation  by  the  Chief. 
CIB  at  the  service  center  which  involve  periods 
for  which  tax  returns  are  rrat  yet  due.  If  the  item 
can  be  evaluated  as  having  insignificant  tax.  it 
will  be  rejected.  If  it  is  necessary  to  have  access 
to  such  returns  in  order  to  property  evaluate  the 
item,  the  Chief.  CIB,  will  proceed  as  follows: 

(a)  The  item  will  be  filed  in  a  separate  file 
marked  "Suspense"  pending  the  receipt  of  the 
returns  r>ecessary  to  make  a  proper  evaluation. 
In  addition,  prepare  3949  to  indicate  disposition 
as  "suspensed." 

(b)  Appropriate  tax  returns  will  be  request- 
ed. When  the  returns  have  been  filed  arnj  pro- 
cessed arxJ  are  ready  for  regular  requisition, 
they  may  t>e  requested  on  IDRS  terminals.  On 
returns  not  yet  filed,  a  request  can  t>e  made  on 
Form  31 77,  Notice  of  Action  for  Entry  on  Master 
RIe  or  on  IDRS  terminals.  Transaction  Code 
930  will  post  to  the  account  causing  the  re- 
quested return  to  be  sent  to  the  requester  when 
it  is  filed. 

(c)  As  the  requested  returns  are  received, 
they  will  be  associated  with  the  appropriate 
item  and  evaluated. 

311.46  (1^-^»-a^)  97S4 

Batching  and  Transcribing 
Information  Items  for  ADP  Master 
Alpha  Index 

(1)  When  the  evaluation  arxl  disposition  of 
each  "Information  Item"  has  t>een  completed, 
the  original  Form  3949  for  those  rtems  selected 
for  Service  action  will  be  batched  for  input  to  the 
Master  Alpha  Index.  The  batching  will  be  done 
by  CIB  employees  in  accordance  with  service 
center  procedures.  Each  Chief.  CIB,  will  estat>- 
lish  locally  acceptable  batching  procedures 
that  will  ensure  timely  input,  each  rrwnth,  of  the 
information. 

(2)  Following  the  batching  process  the  Chief. 
CIB.  will  deliver  the  ohginal  documents  to  the 
Data  Conversion  function  at  the  service  center 
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for  transcribing  or  input  on  local  automated  data 
base.  The  timeframe  for  delivery  of  these  docu- 
ments will  t>e  determined  by  local  service  cen- 
ter procedures.  The  Chief.  CIB.  will  arrange  for 
the  necessary  security  precautions  while  the 
original  documents  are  tieing  delivered,  tran- 
scrit>ed  and  returned.  Transcription  instructions 
will  be  separately  furnished  to  each  service 
center. 

311.47    (12-20-92)  97M 

Selection  of  Information  Items 
with  Collection  Potential 

(1)  The  tax  examiner.  CIB  will  either  select 
"Information  Items"  with  collection  potential  tor 

referral  or  close  them  to  "Rejects",  as  deter- 
mined by  the  critena  t)elow.  Care  should  t)e 
taken  to  ensure  that  only  valid  cases  are  issued. 

(2)  The  tax  examiner.  CIB.  will  select  all  infor- 
mation items  in  which  the  informant  alleges 
employer  underwithholding,  either  by  unfairly 
claiming  "independent  contractor"  status  or 

"casual  wages"",  or  by  paying  cash  wages  to  the 
employee,  without  properly  withholding  income 
or  FICA  taxes.  These  employers  may  be  eitf>er 
current  filers  or  retum  delinquencies.  Items  se- 
lected will  be  forwzirded  to  district  Employment 
Tax  Examination  (ETE)  coordinators  for  lead 
development 

(3)  The  tax  examiner,  CIB,  will  close  to  Files 
those  items  meeting  tt>e  above  criteria,  but 

(a)  Name  and  address  of  the  taxpayer  is 
unknown,  incomplete  or  illegible  and  insuffi- 
cient information  is  available  for  a  lead  to  be 
issued. 

(b)  The  information  is  from  an  obvious 
crank  call  or  letter. 

(c)  The  information  shows  ttiat  the  poterv 
tial  tax  due  less  than  that  set  forth  in  31 1  of  LEM 
IX. 

(4)  The  tax  examiner,  CIB,  will  forward  the 
original  information  item  (including  informant"8 
name  and  other  identifying  information)  select- 
ed for  Collection,  akx^g  with  other  pertinent 
research,  to  the  appropriate  district  coordina- 
tors. The  Collection  Division  is  responsible  for 
protecting  tfie  informant's  kjentity. 

(5)  The  Collection  Branch  1n  each  of  the 
service  centers  sIvmjM  tye  contacted  to  deter- 
mine the  criteria  for  items  which  they  woukj  like 
to  work.  Items  with  substantial  allegations  arxj 
documentation  should  be  discussed  with  tt>e 
Collection  Branch  Chief  or  appropriate  manag- 
er to  determine  the  desirability  of  working  the 
item. 
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(6)  The  CIB  should  be  open  to  requests  from 
the  Collection  oHices  in  the  distncts  which  they 
service  for  specific  kinds  of  allegations  identi- 
fied on  the  information  items.  These  requests 
may  be  in  connection  with  training  or  local  proj- 
ects tjeing  worked. 

311.48    (12-28-92)  9784 

Retention  and  Destruction  of 
Information  Items 

(1 )  The  non  tax  related  items  and  the  insignif- 
icant tax  items  will  be  retained  90  days  after 
they  are  closed  to  "Rejects"  and  then  de- 
stroyed only  after  a  fxjst  review  has  t>een  per- 
formed. See  text  311.42:(3). 

(2)  The  CIB  will  not  retain  duplicate  copies  of 
"Information  Items,"  microfilm  records  or  dupli- 
cate copies  of  tax  returns  or  other  items  associ- 
ated with  the  "Information  Items"  that  are  sent 
to  CID,  transferred,  or  closed  to  Collection,  Ex- 
amination or  EP/EO. 

(3)  Items  closed  to  CID  will  be  retained  ac- 
cording to  IRM  1(15)59.27,  Record  Control 
Schedule  207  for  Criminal  Investigation — Re- 
gional and  District  Offices. 


9784 


9784 


311.5    (12-20-92) 

District  Evaluation  of  information 
Items  Having  Criminal  Potential 

311.51     (7-30-93) 

General 

The  receiving  Chief,  CID,  will  initiate  a  Primary 
Investigation  for  all  information  items  that  he/ 
she  elects  to  evaluate  from  the  Chief,  CIB.  Tbe 
Chief.  CID  will  be  responsible  fof  monitoring  the 
timeliriess  of  tfie  evaluation  of  these  informa- 
tion items.  Infomnatjon  items  relating  to  QRP 
schemes  should  be  upgraded  to  Subject  Inves- 
tigations within  30  days  Of  retumed  to  the  Chief. 
CIB.  Information  items  in  which  a  Form  211. 
Claim  for  Reward,  is  associated  should  t^e  up- 
graded to  Subject  Investigations  within  60  days 
or  returned  to  the  Chief.  CIB. 


(a)  Change  item  16,  Disposition,  on  Form 
3949  from  Criminal  Investigation  to  Examina- 
tion or  Collection  as  appropnate. 

(b)  Recharge  returns  to  other  divisions  or 
refile  returns  not  needed  by  other  divisions. 

(2)  Information  items  that  are  rejected  by  the 
Chief,  CID,  that  do  not  meet  Examination  or 
Collection  criteria  and  require  no  further  Serv- 
ice action  will  be  closed  to  "Rejects".  Prepare 
3949E  to  delete  items  from  the  Master  File 
Index. 

(3)  If  an  information  item  involving  an  illegal 
tax  protestor  is  rejected  by  the  district,  and  is 
not  selected  for  Examination  or  Collection  for 
appropriate  civil  action,  the  Chief,  CIB  should 
refer  the  item  to  the  Protest  Unit  in  Examination. 
The  Protest  Unit  should  keep  the  item  in  sus- 
pense until  it  can  be  determir^ed  that  the  subse- 
quent year  tax  return  was  filed.  If  the  return  was 
not  filed,  the  information  item  stvsuld  t)e  reeval- 
uated in  accordance  with  current  IRM 
procedures. 

(4)  Rejected  Items  retumed  to  Chief,  CIB.  by 
the  Chief.  CID.  that  relate  to  Employee  Plans 
and  Exempt  Organizations  will  he  immediately 
sent  to  the  Chief,  EP/EO  Division  in  the  key 
district  The  Chief.  CIB,  will  change  the  disposi- 
tion on  Form  3949  to  "Other"  and  enter  either 
EP  or  EO  in  Item  16. 


311.6    (12-20-92) 

Master  Alpha  Index  for  CEPIIS 
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311.52    (12-20-02)  9784 

Service  Center  Processing  of 
Information  Items  Rejected  by 
CID 

(1)  Items  retumed  tjy  the  Chief,  CID,  to  the 
Chief.  CIB,  as  not  having  criminal  potential 
should  be  reevaluated  based  on  locally  estab- 
lished Collection  ar>d  Examination  criteria,  if      ^^^— ~~"^ 
dvii  potential  exists,  the  Chief.  CIB  will:  MT  9784-34 


311.61     (7-30-93) 

General 

(1)  The  Master  Alpfva  Index  is  the  compila- 
tion of  all  information  items  not  selected  for 
investigation  at  the  district  level. 

(2)  Form  3949  will  be  used  to  input  appropri- 
ate data  to  tfie  Master  Alpha  Index. 

(a)  Shaded  areas  on  ttie  form  contain  the 
data  to  be  input  to  the  index. 

(b)  CIB  employees  will  review,  code  and 
edit  Forms  3949  to  ensure  that  each  contains 
correct  and  appropriate  infomnation  to  permit 
proper  evaluation  and  processing. 

(c)  A  Form  3949  will  be  prepared  by  CIB 
emptoyees  for  information  items  and  other  in- 
formation intended  for  input  to  the  Master  Alpha 
Index  tHJt  not  submitted  on  Fomn  3949.  The 
Form  3949.  containing  the  appropriate  identify- 
ing number,  will  be  affixed  to  the  information 
docunoent 
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(d)  Instructions  for  occupation  and  illegal 
activity  codes  (Section  4t>-5b,  Form  3949)  will 
be  furnished  to  each  Chief,  GIB,  and  will  be  the 
same  as  those  in  IRM  9782,  Criminal  Investiga- 
tion Management  Information  System  (CIMIS) 
Handtxxjk. 

(3)  This  centralized  information  item  system 
includes  a  computerized  file  search  for  "name 
matches"  on  the  Master  Alpha  Index  and  elimi- 
nates the  manual  search.  The  computerized 
search  is  descritjed  in  text  311.63. 

311.62    (700-93)  9'M 

Computer  Output  Format  of  ttie 
Master  Alpha  Index 

(1)  Monthly  Alpha  Listing 

(a)  Monthly,  each  Chief,  CID.  will  receive 
from  the  Chief,  CIB,  a  cumulative  listing  of  all 
items  on  the  Master  Alpha  Index  for  thai  district 
The  listing  relates  to  items  disposed  of  rather 
than  items  received  by  the  Chief,  CIB,  since 
items  are  not  entered  on  the  Master  Alpha  Irv 
dex  until  the  disposition  is  known. 

(b)  The  Chief,  CIB,  will  also  receive  an  al- 
pha listing  of  all  items  on  ttie  indivkjual  district 
reports. 

(2)  The  Chief.  CIB  at  the  service  center  will 
receive  each  month  the  following  computer 
printouts  from  the  Centralized  Evaluation  ar>d 
Processing  Information  Item  System  (CEPIIS): 

(a)  Error  Listing — An  error  listing  of  all 
items  which  were  unpostatHe.  These  items  are 
to  be  corrected  and  re-entered,  since  unposta- 
ble  items  are  rejected  by  the  Master  Alpha 
Index. 

(b)  Match  Listing — Two  separate  match 
listings  will  t>e  produced  each  n>onth: 

1  An  alptia  listing  of  all  "matches"  from 
items  included  in  that  particular  month's  wof1<. 

2  An  alpha  listing  of  all  "matches"  pro- 
duced when  that  particular  month's  worit  was 
merged  with  the  Master  Alpha  Index. 

3  All  items  reflected  on  the  two  Match 
listings  should  be  reevaluated  by  the  Chief,  CIB 
to  determine  if  a  different  disposition  of  such 
items  should  be  made. 

(c)  In  addition  to  the  above  listings,  a  com- 
plete list,  by  run  numt>er,  of  other  reports  avail- 
able in  the  program,  can  be  found  on  Exhibit  28. 

(3)  At  trie  end  of  each  calendar  quarter  each 
Chief,  CIB,  will  receive  four  copies  of  a  quantita- 
tive, cumulative  listing,  tjeginning  each  fiscal 
year,  of  the  disposition  of  "Information  Items." 
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by  source,  (or  each  district  (Report  symbol 
NO-9100-18.  formerly  NO-OP:CI-18).  It  will 
also  reflect  the  disposition  of  Examination,  Col- 
lection and  EP/EO  referrals  to  Criminal  Investi- 
gation, The  quantitative  listing  will  tje  distribut- 
ed as  follows: 

(a)  One  copy  to  the  appropriate  Chief, 
Criminal  Investigation  Division. 

(b)  One  copy  to  the  ARC  (CI)  of  the  region 
where  the  district  is  located. 

(c)  One  copy  to  the  Assistant  Commis- 
sioner (Criminal  Investigation).  The  report 
should  t>e  forwarded  to  arrive  at  the  National 
Office  no  later  than  the  fifteenth  workday  after 
the  end  of  the  quarter. 

(d)  The  original  will  be  retained  by  the 
Chief,  CIB  for  planning  and  management 
purposes. 

(4)  Upon  receipt  of  the  monthly  alpha  listing, 
both  the  Chief.  CIB  and  the  Chief.  CID  will  de- 
stroy the  prior  month's  listing. 

(5)  A  'purg^  routine"  will  be  run  quarterty,  in 
March.  June.  Septemt>er  and  December,  to  re- 
move certan  entities  from  the  Master  Alpha 
Index.  The  purge  is  intended  to  keep  the  Master 
Alpha  Index  to  a  manageable  size  and  to  re- 
move entities  no  longer  needed.  The  date, 
source  and  disposition  of  the  item  will  be  used 
as  purge  criteria.  A  listing  will  be  produced 
showing  only  document  control  number,  date 
received,  date  disposed  and  date  purged.  This 
listing  will  be  maintained  for  reference  purpos- 
es or  6  months. 

(6)  In  addition  to  the  regular  CEPIIS  cumula- 
tive alpha  listing  currently  prepared,  each  serv- 
ice center  will  produce  monthly  for  each  district 
an  alphabeticai  listing  of  all  open  projects  and 
IGA'S.  An  additional  listing,  showing  all  projects 
and  IGA'S  closed  during  the  past  3  years,  will 
also  be  produced.  This  will  supply  the  districts 
with  a  cun-ent  and  accurate  listing  of  projects 
and  grve  a  historical  listing  of  the  type  of  proj- 
ects ttiat  have  been  worVed  arvj  the  period  of 
time  dunng  which  they  were  open.  Each  sen/ice 
center  has  available  utility  program  CEP-13 
which  can  retrieve  and  sort  items  in  the  Master 
File  Index.  This  program  will  t>e  utilized  to  pro- 
duce these  listings. 
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Handling  Informants 
Communications 

(1)  When  an  informant  desires  to  give  oral 
information  alleging  violations  of  Internal  Reve- 
nue laws  by  taxpayers,  they  shall  be  encour- 
aged to  submit  such  information  in  writing.  How- 
ever, if  they  decline  to  submit  information  in 
writing,  they  will  be  referred  to  Cnminal  Investi- 
gation for  writing,  they  will  be  referred  to  Cnmi- 
nal Investigation  for  interview.  In  those  in- 
stances where  an  informant  offers  information 
at  a  local  office  where  theere  are  no  Cnminal 
Investigation  personnel  stationed,  or  in  those 
instances  when  the  informant  is  unwilling  to 
report  information  to  Cnminal  Investigation,  the 
Service  employee  receiving  the  information  will 
interview  the  informant  and  prepare  Form  3949, 
Criminal  Investigation  Information  Item.  Care 
should  b«  exercised  in  preparing  Form  3949. 
since  it  represents  the  only  wntten  record  of  the 
item  as  well  as  the  input  document  for  the  ADP 
equipment  utilized  in  processing  the  item.  In- 
structions on  the  reverse  side  of  Fom  3949 
should  be  followed.  The  employee  receiving 
the  information  should  include  only  data  perti- 
nent to  tax  administration  purposes.  Employ- 
ees assigned  to  interviewing  informants  should 
be  skilled  in  interviewing  and  interrogating  wit- 
nesses. 

(2)  The  employee  receiving  the  information 
should  neither  suggest  nor  erKOurage  the  infor- 
mant to  submit  a  claim  for  reward.  If  informants 
request  informatkjn  or  irxjicate  that  they  desire 
to  apply  for  a  reward,  it  should  be  furnished.  The 
employee  should  note  on  tf>e  Form  3949  that 
the  inforrnant  wishes  to  file  a  claim  for  reward. 
Upon  receipt  of  the  Form  3949  in  tfie  center,  a 
Publication  733  (Rewards  for  Information  Given 
to  the  IRS)  and  Form  21 1/211 A  will  be  sent  to 
the  informant  Form  3949  shall  kJentify  the  em- 
ployee preparing  it  and  will  be  transmitted,  to- 
gether with  any  other  attachments,  through 
channels  to  the  CI  functkjn  in  accordance  with 
(3)  tielow. 

(3)  Informants'  communications  recerved  by 
the  districts  will  be  forwarded  to  the  Chief,  CID 
for  transmittal  to  ttie  Chief,  CIB  at  the  appropri- 
ate service  center.  Informants*  communica- 
tkjns  received  by  service  center,  regional  and 
National  Office  employees  will  be  forwarded  to 
the  Chief.  CIB  at  the  appropriate  service  center 

(4)  Districts  currently  utilizing  a  centralized 
telephone  informant  line  housed  in  their  re- 
spective service  center  will  transfer  all  infor- 
mant related  calls  to  ttie  CIB,  where  the  infor- 
mation will  t>e  received,  evaluated  arxj  process- 
ed in  accordarK:e  with  text  311.4. 


(5)  Written  communication  from  informants, 
that  are  tax  related,  will  be  promptly  acknowl- 
edged in  writing  by  the  Chief.  CIB.  within  15 
workdays  of  reciept  (unless  the  identity  of  an 
informant  might  thereby  be  disclosed  to  the 
taxpayer  as,  for  example,  might  be  the  case  if 
the  informant  and  the  taxpayer  have  the  same 
mailing  address).  The  Chief.  CIB  should  use 
Form  Letter  620(SC),  Letter  639(SC),  Letter 
1329(SC)  or  Letter  1332(SC),  for  this  purpose. 
The  Chief.  CIB.  should  refer  worthy  written 
communications  to  the  distnct  CID  offices  for 
action  within  60  days  of  receipt.  Written  com- 
munications from  informants  that  are  not  tax 
related  need  not  be  acknowledged  by  use  of 
these  form  letters.  However,  non-tax  related 
written  communications  from  informants  may 
be  acknowledged  by  the  Chief,  CIB,  if  in  his/her 
opinion  an  acknowledgement  is  appropriate. 

(6)  All  information  received  concerning 
Service  employee  misconduct  should  be  for- 
warded directly  to  Inspection.  If  the  information 
involves  a  matter  within  the  investigative  juris- 
diction of  the  CID,  see  IRM  9143.3  for  additional 
procedures. 

311.8    (12-28-92)  97M 

Security  of  Informants* 
Communications 

(1)  Correspondence  received  from  infor- 
mants at  the  district,  service  center,  regksnaJ 
office  and  National  Office  levels  shall  be  given 
special  attention.  As  soon  as  such  correspon- 
dence is  recognized  by  mail  dassifiers  or  other 
employees  as  informants'  communications,  it 
shall  t>e  placed  in  sealed  envelopes  and  routed 
to  the  CIB  in  accordance  with  IRM  9371 .2:(3) 
with  instructions  "To  be  opened  only  in  ttie 
Criminal  Investigation  Branch."  These  same 
precautions  shall  also  apply  when  claims  for 
reward  and  any  other  communications  which 
identify  informants  are  transmitted  to  Criminal 
Investigation. 

(2)  The  routing  to  other  divisions  of  informant 
communications  shall  be  accomplished  by 
Criminal  Investigation  either  by  transmitting 
such  communications  in  sealed  envelopes 
bearing  the  instructions  "To  be  opened  by  ad- 
dressee only"  or  by  hand-carrying  the  material 
to  the  appropriate  division  depending  upon 
which  mode  of  transmission  is  more  convenient 
for  the  local  offices  concerned.  These  same 
security  provisions  shall  apply  to  the  transmis- 
sion of  claims  for  reward  and  any  reports,  mem- 
oranda, or  other  documents  which  identify 
informants. 
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(4)  Partial  allowance  of  a  claim  for  reward 
should  not  be  made  except  in  unusual  circum- 
stances. Where  a  fine  has  been  imposed  and 
the  conviction  was  directly  or  indirectly  attribut- 
able to  the  informant's  information,  an  allow- 
ance based  on  the  fine  when  paid  may  be  made 
as  a  partial  allowance  prior  to  the  civil  settle- 
ment of  the  tax  liability. 

(5)  If  several  claims  filed  by  one  informant 
are  considered  in  one  recommendation,  the 
reward,  if  any,  may  be  allowed  on  one  claim  and 
the  others  may  t)e  closed  by  reference. 

(6)  Ordinarily,  where  the  information  fur- 
nished with  resfject  to  one  taxpayer  leads  to 
investigations  of  "related  tcixpayers"  and  re- 
coveries from  such  related  taxpayers,  the  re- 
ward should  be  based  on  the  amount  recovered 
from  all  of  the  taxpayers.  "Related  taxpayers," 
as  used  in  connection  with  the  reward  program, 
has  reference  to  those  taxpayers  who  are  in 
fact  jointly  involved  in  a  scheme  to  defraud  or 
evade;  those  who  with  knowledge  are  benefi- 
ciaries of  the  scheme;  those  who  as  a  group 
have  adopted  the  same  scheme,  etc.  Although 
a  single  claim  for  reward  mc/  be  filed  naming 
more  than  one  related  taxpayer,  separate 
claims  should  be  filed  for  each  unrelated 
taxpayer. 

(7)  The  circumstances  surrounding  the  filing 
of  a  delinquent  or  amended  return  should  be 
carefully  reviewed  to  ascertain  if  such  filing  in 
any  way  resulted  from  the  fact  that  information 
concerning  the  taxpayer  had  been  furnished.  If 
it  is  determined  that  the  filing  of  a  delinquent  or 
amended  return  was  a  direct  or  indirect  result  of 
the  fact  that  information  had  been  furnished, 
the  amounts  recovered  due  to  the  filing  of  such 
returns  sfiould  be  given  consideration  in  estab- 
lishing the  value  of  the  informant's  information. 

(8)  Where  information  has  been  furnished 
and  claim  for  reward  filed  with  respect  to  the 
returns  of  one  taxpayer  for  several  years  and 
one  of  the  years  has  been  closed  with  the  as- 
sessment and  payment  of  a  deficiency,  but  the 
other  years  are  still  under  examination,  no  re- 
ward should  t>e  granted  with  respect  to  the  year 
which  has  been  closed  until  examination  of  all 
years  involved  has  been  completed.  Since 
there  exists  the  possibility  that  adjustments 
made  to  the  returns  for  the  open  years  may 
result  in  offsetting  adjustments,  no  reward 
should  t)e  allowed  until  the  over-all  results  of 
the  information  are  evaluated. 

9371.6  (9-I&-93; 
Reward  Computation 

(1)  Service  policy  with  respect  to  the  rates, 
amounts,  and  criteria  for  payment  of  rewards  to 


informants  is  contained  in  policy  statement 
P-4-86. 

(2)  Recoveries  from  taxpayers  related  to  the 
taxpayer  involved  in  the  claim  for  reward  should 
be  considered  in  determining  the  amount  of  the 
reward  where  the  examinations  lead  to  the  in- 
vestigation of  the  related  taxpayer.  The  basis  of 
the  reward  applicable  to  recoveries  from  such 
related  tcixpayers  would  depend  upon  whether 
the  recoveries  were  directly  or  indirectly  the 
result  of  the  informant's  information,  or  whether 
such  recoveries  were  merely  incidental  to  the 
original  examination.  In  determining  the  reward 
allowable  with  respect  to  taxes  recovered  from 
the  related  taxpayers,  careful  consideration 
should  be  given  to  the  circumstances  involved 
in  each  investigation.  Where  the  information 
originally  furnished  detailed  the  specific  meth- 
od of  violation  or  outlined  a  pattern  of  evasion 
which  permitted  the  examining  officer  to  readily 
discover  discrepancies  in  the  returns  of  the 
related  taxpayers,  a  greater  percentage  of  re- 
ward should  ordinarily  t>e  allowed  than  in  tfrase 
instances  where  the  violations  by  the  related 
taxpayers  were  uncovered  only  as  a  result  of  an 
exhaustive  investigation. 

(3)  Rewards  of  five  percent  or  more  should 
be  allowed  in  the  exact  amount  produced  by  the 
applicable  percentage  calculation.  Nominal  re- 
wards, however,  may  be  rounded  to  the  nearest 
dollar. 

(4)  An  informant  who  has  received,  under 
IRN^  9372,  direct  payment(s)  for  information 
provided  to  the  Service  is  not  precluded  from 
filing  a  claim  for  reward  for  the  same  informa- 
tion. However,  to  prevent  duplicate  payments, 
the  amount  of  the  reward  payment  will  be  re- 
duced by  the  amount  of  the  direct  payment(s). 

(5)  Within  30  days  after  a  special  agent 
makes  a  payment  to  a  controlled  informant,  the 
agent  is  to  contact  the  Informant  Claims  Exam- 
iner (ICE)  at  the  Service  Center  having  jurisdic- 
tion over  the  related  taxpayer's  account  to  de- 
termine the  existence  of  any  Form  211  on  file 
relative  to  the  taxpayer.  A  query  done  in  this 
manner  will  prevent  the  agent's  informant  from 
being  exposed  if  a  Form  211  has  not  tjeen  filed. 
If  a  Form  211  has  been  filed,  the  special  agent 
will  determine  the  identification  of  the  informant 
filing  the  claim.  If  the  informant  that  was  paid 
confidential  funds  has  filed  a  Form  211,  the 
degree  of  secrecy  has  been  changed.  At  this 
time,  the  special  agent  will  notify  the  ICE  in 
writing  that  payment(s)  have  been  or  are  contin- 
uing to  be  made  from  confidential  funds  to  the 
informant.  The  agent  will  also  notify  the  infor- 
mant of  the  change  in  secrecy  regarding  their 
identity. 
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r(6)  If  a  Freedom  of  Information  Act  (FOIA) 
Keouest  is  filed  by  ttie  taxpayer,  informant  refer- 
rwice  codes  are  to  t>e  deleted  from  all  tran- 
iiCflpts  (See  Notice  393  (Rev.  3-92).  Informa- 
tion on  an  IRS  Determination  to  Withtiold 
'Records  Exempt  From  the  Freedom  of  Informa- 
tten  Act— 5  U.S.C.  552)..  In  addition.  Service 
jnter  personnel  are  to  be  notified  of  the  fact 
;  the  Form  211  is  not  to  be  released  to  the 
ayer. 
^m  If  frequent  periodic  payments  are  tjeing 
miade  to  the  informant,  contact  need  not  be 
i&de  with  the  ICE  following  each  payment,  but 
jntact  should  t>e  made  at  least  quarterly.  The 
_i|ef  Is  required  to  establish  controls  in  order  to 
Um^ty  notify  the  ICE  of  all  payments  made  to  the 
rformant  in  order  to  avoid  possible  duplicate 
nents. 

1371.7  <9-te-e3) 
[Bases  for  Rejections  of  Claims 

(1)"  Grounds  for  rejecting  claims  for  reward 

i  set  forth  in  policy  statement  P-4-86. 

1^(2)  r>Jo  reward  is  allowable  where  the  Infor- 

E^tlpn  originally  furnished  was  deemed  unwor- 

'  of  Inifating  an  investigation,  but  at  some 

r  date  the  return  is  examined  without  refer- 

i  to  the  information  furnished.  Claim  should 

erejected  on  the  basis  that  information  did  not 

-     -f  tiie  investigation  nor  did  it,  in  itself,  result 

/recovery.  Where  an  informant  furnishes 

5^  name  and  address  of  a  taxpayer  with 

XfffffhW  Information  tieing  given  with  respect 

JiSlleged  violation,  he/she  would  not  ordi- 

rt)e  entitled  to  consideration  for  a  reward. 

\/eT,  if  the  information  results  in  ttie  obtain- 

JiOf  a  delinquent  return  and  collection  of  a 

deficiency  in  sufficient  amount  to  warrant  a 

I  reward,  such  a  reward  may  be  granted. 

^^)  Informants*  claims  are  rejected  where 

'  fejection  would  best  serve  the  interest  of 

I^Qovemment.  For  example,  informants  who 

^pated  in  tax  evasion  schemes  or  who 

spared  returns  for  taxpayers  with  the  knowl- 

3g*  that  they  were  evading  taxes;  those  who 

^  State  employees  to  which  the  provision  of 

lp6103  and  7213(a)  are  applicable;  and  those 

J?  ^'^  "Treasury  Department  employees. 

p371.8  (o-ie-«3) 
,  /Py^f^nient  Employees 

^><1)  All  employees  of  the  Treasury  Depart- 
r-^^J^Iv^^^ther  Internal  Revenue  Service  em- 
j^PWma  or  employees  of  any  other  branch  of 
JJepartment.  are  barred  from  receiving  in- 

MT  9-378 


formants'  rewards.  (See  policy  statement 
P-4-86.)  Unless  information  to  ttte  contrary  is 
available,  the  informant's  statement  on  Form 
211  to  the  effect  that  he/she  was  not  an  em- 
ployee of  the  Treasury  Department  at  the  time 
he/she  came  into  possession  of  the  informa- 
tion or  at  the  time  he/she  divulged  rt,  may  t>e 
relied  upon. 

(2)  The  general  policy  with  respect  to  the 
allowance  of  a  reward  to  a  Federal  employee, 
except  an  employee  of  the  Treasury  Depart- 
ment varies  according  to  the  circumstances 
present  in  each  investigation.  For  example,  a 
postman  who  overheard  a  taxpayer  boasting  to 
a  customer  in  a  store  concerning  his/her  non- 
payment of  income  taxes  was  allowed  a  reward 
when  his  information  resulted  in  the  recovery  of 
taxes.  In  general,  where  the  information  submit- 
ted comes  to  the  knowledge  of  the  Federal 
employee  apart  from  his/her  official  duties, 
such  Federal  employee,  other  than  an  employ- 
ee of  the  Treasury  Department,  would  be  eligi- 
ble for  a  reward  to  the  same  extent  as  any  other 
informant. 

(3)  State  and  local  Government  employees, 
except  those  covered  by  IRM  9371 .7:(3)  are  not 
barred  from  receiving  an  informant's  reward, 
unless  there  is  a  statute  or  ordinance  specifical- 
ly excluding  them  from  the  acceptance  of  a 
reward.  Some  State  and  local  jurisdictions  have 
such  prohibitory  laws  relating  to  police  officers. 
At  the  time  of  preparation  of  a  confidential-na- 
ture report  recommending  the  payment  of  a 
reward  to  a  police  officer,  the  special  agent 
shall  make  appropriate  inquiry  of  the  State  or 
municipality  as  to  the  existence  of  such  a  law 
without  disclosing  the  identity  of  the  officer. 
Results  of  such  inquiry  will  be  detailed  in  the 
report  relating  to  the  reward  allowance. 

9372  (1-8S7) 

Confidential  Expenditures  for 
Information 

See  Chapters  800  and  900  in  IRM  9781. 
Handbook  for  Special  Agents. 

9373  (11-16-78) 
Informants 

9373.1   (U-&-92) 
General 

(1 )  The  source  of  information  when  furnished 
by  informants  or  other  confidential  sources, 
identity  of  any  informants,  and  methods  of  ob- 
taining information  will  not  be  divulged  to  the 
taxpayer  under  investigation  or  unauthorized 
persons. 
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(2)  If  a  special  agent  who  has  promised  an 
informant  that  he/she  would  keep  his/her  iden- 
tity confidential  is  asked  to  disclose  such  identi- 
ty on  the  witness  stand,  and  no  objection  to  the 
question  is  made  or  sustained,  he/she  should 
not  refuse  to  answer,  but  should  state  that  he/ 
she  cannot  disclose  the  information  on  the 
grounds  that  it  was  a  privileged  communication 
given  in  confidence  to  an  officer  of  the  Govern- 
ment. (Scher  v.  United  States,  59  S.  CT.,  174) 
(See  also  332.23  of  IRM  9781,  Handbook  for 
Special  Agents.) 

(3)  Special  sources  of  information  are  listed 
in  330  of  IRM  9781,  Handbook  for  Special 
Agents.  Each  special  agent  will  be  expected  to 
use  discretion  in  developing  confidential  sourc- 
es of  information. 

(4)  When  a  confidential  relationship  exists 
between  the  Service  and  informant,  the  infor- 
mant shall  not  be  identified  to  unauthorized 
persons  without  his/her  consent.  Communica- 
tions arid  documents  concerning  specific  confi- 
dential informants  shall  be  handled  so  that  they 
will  be  seen  only  by  authorized  persons  who 
"need-to-know"  the  information  contained 
therein.  Releases  of  information  concerning 
use  of  confidential  informants  and  payments  of 
rewards  may  not  contain  any  information  or 
leads  as  to  the  identity  of  an  informant.  Confi- 
dential informants  will  not  be  used  as  witness- 
es, placed  in  a  position  where  they  might  be- 
come witnesses,  or  otherwise  identified  in 
court,  without  their  consent;  and  that  identities 
of  such  informants  shall  not  be  revealed  public- 
ly, or  to  fjersons  not  entitled  to  such  informa- 
tion. Normally  superior  officers  will  not  have 
occasion  to  inquire  as  to  the  identities  of  infor- 
mants, although  they  have  a  right  to  do  so. 
Superior  officers  should  exercise  sound  discre- 
tion in  requiring  the  identities  of  informants,  and 
unless  compelling  circumstances  exist,  such 
inquiries  will  be  limited  to  instances  wherein 
paid  informants  are  involved  or  the  special 
agent's  integrity  is  at  issue.  When  required  by 
his/her  superior,  the  special  agent  will  disclose 
to  such  officer  the  identities  of  his/her  infor- 
mants and  the  substance  of  any  information 
he/she  may  have  received.  The  superior  officer 
must  take  all  precaution  necessary  to  protect 
the  sources  of  information.  Special  agents  are 
not  authorized  to  assure  informants  that  their 
identities  will  not  be  disclosed  to  superior 
officers. 

(5)  See  IRK/I  9267.5:(19)  with  regard  to  infor- 
mation provided  to  a  grand  jury  by  an  informant. 


9373.2  fi  1-9-92; 

Definition  and  Classification  of 

Informants 

(1)  An  informant  is  an  individual  who  furnish- 
es information  to  the  Internal  Revenue  Service. 
Such  information  may  be  furnished  on  the  infor- 
mant's own  initiative  or  as  a  result  of  being 
directed  to  furnish  information  by  a  special 
agent  or  other  Service  employee.  The  infor- 
mant may  be  paid  or  unpaid.  Informants  are 
classified  as  follows: 

(a)  An  anonymous  informant  is  an  infor- 
mant who  either  refuses  to  identify  himself /her- 
self or  uses  a  fictitious  or  code  name,  and 
whose  true  identity  is  unknown  to  the  Service. 

(b)  A  non-confidential  informant  is  an  in- 
formant who  does  not  request  that  his/her 
name  be  held  in  strict  confidence.  The  identity 
of  non-confidential  informants  will  be  protected 
in  accordance  with  IRM  9371. 

(c)  A  confidential  informant  (confidential 
source  of  information)  is  an  informant  who: 

1  requests  that  his/her  name  be  held  in 
strict  confidence; 

2  may  be  paid  for  the  information  he/ 
she  voluntarily  provides  to  the  Service;  or 

3  whether  paid  or  not  paid,  has  been 
developed  by  the  special  agent  as  a  source  of 
information  relating  to  an  area(s)  of  non-compli- 
ance with  the  internal  revenue  laws,  and  as  a 
result  of  this  relationship,  gathers  tax-related 
information  at  the  direction  of  the  Service. 

(d)  A  restricted  source  informant  is  a  confi- 
dential informant: 

1  who  does  not  seek  compensation; 

2  whose  true  identity  is  known  only  by 
the  special  agent;  and 

3  who  refuses  to  provide  information 
without  assurance  that  his/her  identity  will  not 
be  included  in  any  Service  record. 

(2)  Special  agents  will  not  encourage  or  sug- 
gest the  use  of  restricted  source  informant;  but 
instead,  will  encourage  the  use  of  confidential 
informants. 

(3)  When  a  special  agent  believes  an  infor- 
mant is  in  a  position  to  obtain  relevant  tax-relat- 
ed information  and  is  willing  to  obtain  and  fur- 
nish such  information  under  the  direction  of  the 
Service,  prior  to  directing  the  informant  to  ob- 
tain specific  information,  the  agent  must  first 
obtain  authorization  for  use  of  the  informant  in 
accordance  with  IRM  9373.3. 

(4)  Federal,  state,  and  local  law  enforcement 
officials  and  other  governmental  officials,  act- 
ing within  the  scope  of  their  authority,  who  pro- 
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vide  the  Service  information  through  a  liaison 
relationship,  are  not  to  t>e  considered  infor- 
mants. However,  if  such  an  official  provides 
information  with  regard  to  corruption  within  his/ 
her  own  agency,  such  as  the  acceptance  of 
brit)es  by  police  officers,  then  such  an  official 
would  t>e  considered  an  informant.  In  either 
case,  their  identity  as  the  source  of  such  infor- 
mation will  be  afforded  the  same  protection  as 
that  of  any  other  informants  communication  as 
provided  in  IRM  9371. 

9373.3  (10-22-01) 

Use,  Control  and  Evaluation  of 

Informants 

9373.31   (11-9-92) 
Authorization  for  Use  of 
Confidential  Informants 

(1)  The  District  Director  must  authorize  the 
use  of  the  following  types  of  confidential 
informants: 

(a)  Confidential  informants  who  are  paid 
for  the  information  which  they  voluntarily  pro- 
vide to  tfie  Service,  or 

(b)  Paid  confidential  informants  or  non- 
paid  confidential  informants  who  have  been 
developed  by  special  agents  as  sources  of  in- 
formation relating  to  an  area(s)  of  non-compli- 
ance with  the  internal  revenue  laws,  and  as  a 
result  of  this  relationship,  gather  tax-related  in- 
formation at  the  direction  of  the  Service. 

(2)  See  IRM  9373.32  regarding  restricted 
source  informant  authorization. 

(3)  When  evaluating  the  potential  use  of  a 
confidential  informant,  the  District  Director  shall 
consider  the  following  factors: 

(a)  available  background  information  on 
the  informant,  such  as  the  address,  criminal 
record,  associates; 

(b)  whether  the  informant  is  currently  the 
subject  of  any  criminal  investigation; 

(c)  the  informant's  tax  filing  and  payment 
history,  particularly  any  delinquencies; 

(d)  the  reliability  of  information  provided  to 
the  Service  and  to  other  agencies,  if  known;  and 

(e)  the  informant's  source  and  means  of 
securing  information. 

(4)  In  order  to  continue  to  receive  the  benefit 
of  information  from  a  confidential  informant,  the 
informant  should  be  introduced  by  the  contact- 
ing  agent  to  another  agent  so  that  the  informant 
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will  have  more  than  one  contact  with  the  Crimi- 
nal Investigation  Division. 

(5)  Special  agents  will  not  intervene  on  be- 
half of  informants  with  the  Service  or  with  other 
Federal,  state  or  local  agencies.  However,  if 
another  agency  inquires  as  to  the  reliability  of 
an  individual  who  is  an  informant,  the  Chief,  with 
the  permission  of  the  informant,  may  tell  the 
other  agency  the  extent  and  value  of  the  infor- 
mant's cooperation,  consistent  with  our  disclo- 
sure policies.  The  special  agent  will  advise  the 
informant  that  any  information  submitted  by 
him/her  concerning  the  nontax  violations  of 
Federal,  state  or  local  criminal  laws  will  be  fur- 
nished to  the  appropriate  enforcement  agency 
in  accordance  with  Service  procedures.  (See 
Chapter  (35)00  of  IRN/1 1272,  Disclosure  of  Offi- 
cial Information  Handbook.)  If  the  informant  ap- 
pears knowledgeable  concerning  potential  nar- 
cotics violations,  the  special  agent  will  follow 
the  debriefing  procedures  in  IRK/1  9822.(1 3):(2). 
The  agent  will  also  advise  the  informant  that 
his/her  name  will  be  protected  if  he/she  is  not 
involved  in  the  violation. 

(6)  No  commitments  for  payment  or  protec- 
tion to  an  informant  will  be  made  by  a  Criminal 
Investigation  employee  without  proper  authori- 
zation frorh  the  approving  official  as  set  forth  in 
Chapter  800  of  IRf^  9781,  Handbook  for  Spe- 
cial Agents.  Agreements  made  without  authori- 
zation may  tiecome  the  personal  responsibility 
of  the  maker. 

(7)  In  those  situations  where  a  special  agent 
desires  to  solicit  information  from  a  non-confi- 
dential informant  which  goes  beyond  the  scope 
of  IRM  9373.6:(2),  the  special  agent  must  either 
have  an  assignment  as  described  in  IRM 
9373.6:(3)  or  an  authorization  in  accordance 
with  IRM  9373. 3:(1)  and  (2)  prior  to  contacting 
the  informant. 

9373.32  (11-9-92) 
Authorization  for  Use  of 
Restricted  Source  Informants 

(1)  A  restricted  source  informant  is  a  confi- 
dential informant: 

(a)  who  does  not  seek  compensation; 

(b)  whose  true  identity  is  known  only  by  the 
special  agent;  and 

(c)  who  refuses  to  provide  information 
without  assurance  that  his/her  identity  will  not 
be  included  in  any  Service  record. 
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(2)  Before  the  Service  will  grant  ttie  assur- 
ance to  the  restricted  source  informant  that  his/ 
her  identity  will  not  be  included  in  any  Service 
record,  the  special  agent  will  obtain  ttie  approv- 
al of  the  District  Director.  The  District  Director 
may  grant  the  assurance  only  if  he/she  deter- 
mines that  the  following  conditions  are  met 

(a)  the  information  is  represented  by  the 
informant  as  t)€ing  of  such  significance  and 
there  is  a  reasonable  expectation  by  the  Serv- 
ice that  the  information  is  of  such  significance 
that  failure  to  obtain  it — even  under  such  re- 
striction— would  likely  be  neglect  of  duty  by  the 
Service  and  might  result  in  criticism  of  the 
Service; 

(b)  reasons  exist  for  t>elieving  the  source 
to  be  highly  reliable; 

(c)  there  is  no  reason  to  believe  that  the 
informant  is  engaged  in  illegal  activity;  and 

(d)  little  likelihood  exists  that  the  informa- 
tion can  be  obtained  from  other  sources. 

(3)  In  those  cases  in  which  the  District  Direc- 
tor grants  the  assurance,  the  restricted  source 
informant  will  be  informed  of  the  following 
condition: 

(a)  IF.  AS  A  RESULT  OF  AN  ALLEGA- 
TION THAT  EITHER  YOU.  THE  RESTRICTED 
SOURCE.  OR  THE  RECEIVING  SERVICE  EtVl- 
PLOYEE  f^lSREPRESENTED  THE  FACTS 
UPON  WHICH  THIS  ASSURANCE  IS  BASED, 
THE  SERVICE  WILL  CONSIDER  THE  ASSUR- 
ANCE VOID. 

1  This  condition  strould  t>e  explained  to 
the  restricted  source  prior  to  the  acceptance  of 
the  information; 

2  The  receiving  Service  employee  will 
inform  the  District  Director  that  the  restricted 
source  was  so  advised  of  this  condition;  and, 

3  The  District  Director  will  document  in 
the  control  file  for  the  restricted  source,  the 
name  of  the  employee  and  the  date  that  he/she 
so  advised  the  restricted  source  of  this 
condition. 

9373.33  (ii-»-92) 
Information  Provided  from 
Foreign  Country  by  Informant 

(1)  In  those  situations  where  an  informant 
agrees  to  provide  information  from  a  foreign 
country  at  the  direction  of  the  Service,  the  Dis- 
trict Director  will  transmit  a  memorandum  to  the 
Assistant  Regional  Commissioner  (Criminal  In- 
vestigation) for  his/her  concurrence  and  will 
include  the  following  information: 

(a)  informant's  designation  number  or 
code  name; 


(b)  position  currently  held  by  informant, 
e.g,  foreign  government  official  or  tjank  official; 

(c)  pertinent  background  information, 
such  as  criminal  record,  associates,  and  em- 
ployment history; 

(d)  reliability  of  informant; 

(e)  information  sought  and  why  it  is 
needed; 

(0  taxable  years  and  approximate  tax  lia- 
bility or  additional  income  involved; 

(g)  detailed  statment  explaining  infor- 
mant's source(s)  and  means  of  securing 
information; 

(h)  if  travel  is  involved  include: 

1  country  or  countries  to  be  visited 

2  complete  itinerary 

3  description  of  circumstances  of  case/ 
project  requiring  informant  to  travel  overseas 

4  estimate  of  travel  expenses 

(2)  Upon  concurrence,  the  ARC  (CI)  will  for- 
ward the  request  to  the  Assistant  Commission- 
er (Criminal  Investigation)  for  his/her  concur- 
rence. Upon  concurrence,  by  the  A/C  (CI),  the 
request  will  then  be  tranmitted  to  the  Assistant 
Commissioner  (International)  for  his/her 
concurrence. 

9373.34  (11-9-92) 
Documenting  Other  Informants 

Onetime  confidential  (non-paid),  non-confi- 
dential, or  anonymous  informants  will  be  docu- 
mented in  accordance  with  IRf^  9373.6:(4). 

9373.35  (11-9-92) 

Illegal  Acts  or  Violation  of  Rights 
by  Informants 

(1)  All  confidential  informants  will  be  instruct- 
ed by  the  contacting  special  agent  that  in  ot)- 
taining  information  he/she  shall  not  use  unlaw- 
ful techniques  (e.g.,  breaking  and  entry,  elec- 
tronic surveillance,  opening  or  otherwise  tam- 
pering with  the  mail,  etc.);  initiate  a  plan  to 
commit  criminal  acts;  or  infringe  upon  the  con- 
stitutional rights  of  the  taxpayer  or  any  third 
party.  The  special  agent  will  also  advise  the 
confidential  informant  that  if  the  informant  does 
commit  criminal  acts  in  obtaining  information 
for  the  Service,  any  assurance  of  confidentiality 
will  be  waived. 

(2)  Informants  cannot  be  used  to  or  encour- 
aged to  commit  acts,  which  the  Service  cannot 
otherwise  authorize  its  undercover  agents  to 
commit. 
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(a)  Violations  of  criminal  statues  and  in- 
fringement upon  ttie  constitutional  rights  of  any 
person  by  Service  personnel  or  by  confidential 
informants  are  prohibited. 

(b)  Under  no  circumstances  can  Service 
personnel  or  Informants  employ  such  tech- 
niques as  illegal  threats  or  assalts  against  any 
person,  breaking  and  entry  into  another's  prem- 
ises without  a  search  warrant,  the  illegal  seizure 
of  paper  or  other  property,  or  the  illegal  over- 
hearing of  conversations.  However,  special 
agents,  in  the  performance  of  their  official  du- 
ties, may  utilize  investigative  techniques  which 
appear  to,  but  do  not  in  fact  violate  a  state  or 
local  criminal  statute  (e.g.  holding  oneself  out 
as  a  drug  trafficker,  or  in  a  fencing  operation, 
displaying  jewelry  as  stolen). 

(c)  District  Counsel  should  always  be  con- 
sulted when  questions  exists  as  to  the  proper 
application  of  the  law  (federal,  state,  and/or 
local)  to  a  given  situation. 

(3)  In  receiving  unsolicited  information  for 
the  first  time  from  an  informant,  the  Service  may 
accept  the  information  and,  in  accordance  with 
its  value,  may  pay  for  such  information  even  if  it 
may  have  been  obtained  illegally  by  the  infor- 
mant. If  it  appears  that  the  informant  engaged  in 
illegal  acts  in  obtaining  the  furnished  informa- 
tion, follow  the  procedures  in  9373.4. 

9373.36  (U-9-S2) 
Informant  Control  File  and 
Protection  of  Informant  Identity 

(1)  The  Chief,  Criminal  Investigation  Division, 
will  assign  a  designation  number  prefixed  by  the 
District  symbol,  such  as  54001,  for  each  confi- 
dential or  restricted  source  informant. 

(2)  The  Chief,  Criminal  Investigation  Division 
will  establish: 

(a)  An  Informant's  Control  File  for  each 
confidential  informant,  and  restricted  sources. 
The  file  will  include  the  informant's  designation 
number;  code  name,  if  appropriate;  the  subject 
matter  of  information  furnished;  payment 
made,  if  any;  speafic  record  of  information  re- 
ceived, the  disposition  of  the  information  and 
the  contacting  agent(s).  In  addition,  the  file 
should  contain  a  summary  of  the  facts  consid- 
ered by  the  District  Director  in  authorizing  the 
use  of  the  informant,  and  a  certification  by  the 
Chief,  Criminal  Investigation  Division  regarding 
the  provisions  of  Text  836:(8)(j)  and  (k)  of  IRM 
9781,  Handtxxjk  for  Special  Agents. 

(b)  An  index  listing  the  informant's  desig- 
nation number,  special  agent  contact  and  an 
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indication  as  to  whether  the  informant  is  a  confi- 
dential or  a  restricted  source. 

(c)  The  taie  identify  of  each  confidential 
informant  will  be  maintained  in  a  separate 
sealed  envelope,  keyed  to  the  informant's  des- 
ignation numt>er  on  the  index.  The  true  identify 
of  restricted  sources  will  not  be  reflected  on  the 
index  nor  in  any  other  Service  record. 

(3)  The  Chief,  Criminal  Investigation  Divi- 
sion, will  take  all  necessary  precautions  to  pro- 
tect the  identities  of  all  informants.  The  Service 
will  not  require  an  agent  to  divulge  the  identity  of 
a  restricted  source  unless  there  is  an  integrity 
investigation  being  conducted  by  Inspection, 
see  IRfy^  9373. 5:(4).  However,  in  those  in- 
stances where  the  informant  has  agreed  to  tes- 
tify, he/she  should  be  listed  as  a  witness,  but 
nowhere  in  the  report  should  there  be  made 
mention  that  this  individual  is  an  informant.  In 
such  situations,  the  Chi6f,  Criminal  Investiga- 
tion, will  include  in  the  transmittal  memorandum 
he/she  prepares  to  the  District  Counsel  in  ac- 
cordance with  9631. 2:(2),  a  statement  which 
identifies  the  witness  as  an  informant  and  that 
he/she  has  agreed  to  testify. 

(4)  The  Chief  will  ensure  that  all  informant 
communications  and  identities  are  protected  in 
accordance  with  IRM  1  (1 6)41 ,  Physical  Security 
Handtxjok.  The  informant's  Control  File  shall 
have  a  protection  point  value  of  7. 

9373.37  (11-9-92) 

Annual  Review  of  Informant  Files 

The  Chief  will  annually  review  all  open  infor- 
mant files,  taking  care  to  consider  each  of  the 
factors  discussed  above.  A  narrative  summary 
of  the  informant  activity  during  the  past  calen- 
dar year  will  be  prepared  for  each  confidential 
informant  and  each  restricted  source  infor- 
mant. This  report  will  be  prepared  during  Febru- 
ary of  each  year  and  will  include:  a  summary  of 
payments  to  informants;  a  certification  that  the 
informant  was  advised  that  payments  for  infor- 
mation and/or  assistance  are  taxable  (IRM 
9781-836:  (8)(k),  Handbook  For  Special 
Agents);  the  numt>er  of  information  items  in 
which  an  informant  was  the  source;  cases 
opened  as  a  result  of  informant's  information 
items;  status  of  these  cases;  and  any  other 
pertinent  information.  This  repxjrtwill  be  submit- 
ted through  normal  channels  to  the  Director, 
Office  of  Operations  (Criminal  Investigation), 
Cl:0,  no  later  than  March  15th.  In  addition, 
those  National  Office  branch  chiefs  (Criminal 
Investigation),  who  have  utilized  paid  infor- 
mants, shall  submit  the  same  type  of  report  to 
the  Director,  Office  of  Operations  (see  IRM 
9781-836:(8)(1)  requiring  follow-up  checks). 
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9373.4  (9-16-93) 
Violations  by  Informants 

9373.41   (11-9-92) 

Violations  of  Law  by  Confidential 

informants  In  Gathering 

information 

(1)  (The  original  procedures  were  approved 
by  the  Deputy  Commissioner  by  Manual  Sup- 
plement 93G-178,  dated  February  3,  1977.) 
The  Service  will  not  condone  unconstitutional 
or  criminal  acts  by  confidential  informants  in 
gathering  information  for  the  Service.  Such  be- 
havior may  jeopardize  the  investigation  during 
which  it  occurs  and  the  use  of  the  information 
obtained  through  the  informant's  illegal  act(s). 

(2)  Whenever  a  Service  employee  learns 
that  an  IRS  confidential  informant,  in  obtaining 
information  for  the  Service,  has  employed  ille- 
gal techniques  such  as  breaking  and  entry  into 
another's  premises  without  a  search  warrant, 
the  illegal  seizure  of  papers  or  other  property,  or 
the  illegal  overhearing  of  conversations,  the 
Service  employee  will  immediately  notify  the 
Chief,  Criminal  Investigation  Division  who  will: 

(a)  Determine  the  advisability  of  notifying 
appropriate  taw  enforcement  authority  using 
the  criteria  set  forth  in  IRM  9373.43:(3)(a) 
through  (d).  Notification,  if  deemed  to  be  appro- 
priate, will  be  in  accordance  with  Chapter 
(35)00  of  IRM  1272.  Disclosure  of  Official  Infor- 
mation Handbook. 

(b)  Terminate  the  use  of  the  informant  and 
not  use  the  information  obtained  by  the  infor- 
mant or  leads  derived  from  the  information  until 
authorized  to  do  so  by  the  Chief  Operations 
Officer  pursuant  to  the  procedures  in  (3) 
through  (7)  below. 

(3)  The  Chief  will  immediately  notify,  by  tele- 
phone, the  Director  or  Assistant  Director,  CID  of 
the  facts  relating  to  the  alleged  violation.  He/ 
she  will  also  notify  the  District  Director  and  the 
Assistant  Regional  Commissioner  (Criminal  In- 
vestigation) who,  in  turn,  will  notify  the  Regional 
Commissioner.  As  soon  as  practicable  thereaf- 
ter, the  Chief,  CID  will  submit  a  detailed  written 
report,  through  the  officials  stated  above,  to  the 
Assistant  Commissioner  (CI).  Intervening  re- 
viewing officials  may  add  their  comments,  by 
separate  memorandum,  if  they  so  desire.  The 
report  will  contain  the  following  information: 

(a)  The  facts  and  circumstances  concern- 
ing the  CID  investigation  that  the  confidential 
informant  was  connected  with. 


(b)  The  facts  and  circumstances  concern- 
ing the  illegal  act(s)  of  the  confidential 
informant. 

(c)  The  action  taken  by  the  Service  to  dis- 
close the  illegal  act(s)  to  the  appropriate  law 
enforcement  authority;  or  any  circumstances 
that  caused  the  Chief  to  not  notify  the  appropri- 
ate law  enforcement  authority. 

(d)  A  description  of  the  information  ob- 
tained through  the  informant's  illegal  act(s). 

(e)  An  assessment  of  the  criminal  poten- 
tial of  the  CID  case  if  the  information  obtained 
by  the  informant  is  not  used;  and  the  Chief's 
opinion  on  whether  the  CID  investigation 
should  be  closed  or  continued. 

(f)  Any  circumstances  that,  in  the  Chief's 
opinion,  would  justify  continued  use  of  the  infor- 
mant  or  the  information  obtained  by  the 
informant. 

(4)  The  Assistant  Commissioner  (CI)  will, 
through  channels,  promptly  advise  the  Chief 
Operations  Officer  of  the  facts  relating  to  the 
confidential  informant's  activity. 

(5)  The  Assistant  Commissioner  (CI)  will  also 
decide  whether  he/she  agrees  or  disagrees 
with  each  of  the  following  items,  when  con- 
tained in  the  Chief's  report: 

(a)  The  Chiefs  determination  to  not  notify 
the  appropriate  law  enforcement  authority. 

(b)  The  Chief's  proposal  to  continue  the 
CID  investigation. 

(c)  The  Chief's  proposal  to  continue  use  of 
the  informant. 

(d)  The  Chief's  proposal  to  use  the  infor- 
mation obtained  by  the  informant 

(6)  If  the  Assistant  Commissioner  does  not 
concur  with  any  of  the  above  items,  he/she  will 
so  advise  the  Chief,  CID  through  channels  and 
the  Chief  will  take  the  necessary  action  to  com- 
ply with  the  Assistant  Commissioner's  decision. 

(7)  If  the  Assistant  Commissioner  (CI)  con- 
curs with  any  of  the  above  items,  his/her  rec- 
ommendations will  be  forwarded  to  the  Chief 
Operations  Officer  for  final  decision. 

9373.42  (9-16-93; 

Violations  of  l-aw  by  informants 

In  Gathering  information 

(1)  (The  original  procedures  were  approved 
by  the  Deputy  Commissioner  by  Manual  Sup- 
plement 93G-1 78,  dated  February  3, 1 977.)  Evi- 
dence illegally  obtained  may  be  utilized  by  the 
Service  if  the  unlawful  taking  was  by  an  infor- 
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without  the  participation  or  collusion  of 
e  employees.  Service  employees  must 
Indicate  or  imply  to  an  informant  that 
.ques  such  as  breaking  and  entry  into  an- 
'8  premises  without  a  search  warrant,  the 
_l  seizure  of  papers  or  other  property,  or  the 
lal  overhearing  of  conversations  is  con- 
by  the  Service  or  would  be  twneficial  to  a 
Investigation. 

[2}  If  an  informant,  during  his/her  initial  con- 

■f  wfth  the  Service,  presents  illegally  obtained 

)miation  (e.g.  stolen  books  and  records 

document  unreported  income),  the  infor- 

1  may  be  utilized  during  the  course  of  the 

restigation  and  as  potential  evidence. 

If  an  informant  presents  illegally  obtained 
nation  and  it  can  be  ascertained  that  the 
fonnant  has  had  previous  contact  with  the 
either  in  connection  with  the  matter  at 
d  or  other  matters,  the  Chief,  CID  will  review 
facts  and  circumstances  surrounding  the 
lent  as  well  as  any  relevant  Service  docu- 
ints  (e.fl.  information  items,  agents'  memo- 
lums  of  interview)  in  an  attempt  to  deter- 
I  ff  a  Service  employee,  during  a  prior  con- 
wfth  the  informant,  indicated  or  implied  to 
Infonnant  that  techniques  such  as  txeaking 
entry  into  another's  premises  without  a 
ch  warrant,  the  illegal  seizure  of  papers  or 
ir  property,  or  the  illegal  overhearing  of  con- 
ations is  condoned  by  the  Service  or  would 
beneficial  to  a  Service  investigation.  In  addi- 
n,  In  situations  where  an  informant  has  had 
CorAad  with  the  Service  prior  to  presenting  ille- 
jSPfly  obtained  information,  the  Chief,  CID  will 
f-88ek  a  legal  opinion  from  District  Counsel  - 
;;reQartling  the  likelihood  of  the  information  being 
Suppressed  should  an  investigation,  based  on 
the  Information,  go  to  trial. 

'(4)  In  all  instances  where  illegally  obtained 

,;,  Information  is  presented  to  the  Service  by  an 

:|  dormant,  the  informant  will  be  advised  that  the 

^!  Service  will  not  accept  any  further  infomiation 

from  him/her  obtained  in  this  matter.  The 

•  agent(s)  dealing  with  the  informant  will  prepare 

a  memorandum  indicating  the  informant  was  so 

advised. 

(5)  The  Chief,  CID  will  make  a  determination 
Of  the  advisability  of  notifying  appropriate  law 
wnorcement  authorities  of  the  illegal  act  using 
jne  criteria  set  forth  in  IRM  9373.43:(3)(a) 
tr«H^h  (d).  Notification,  if  deemed  appropriate, 
wrt"  be  made  in  accordance  with  Chapter  (35)00 
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Of  "new"  1272,  Disclosure  of  Official  Informa- 
tion Handbook. 

9373.43  (4-8-83) 

Violations  of  Law  Involving 

Serious  Crimes  by  Informants  Not 

Connected  with  a  Service 

Assignment 

(1 )  (These  instructions  were  approved  by  the 
Deputy  Commissioner).  Whenever  the  Service 
has  knowledge  of  the  actual  commission  of  a 
serious  crime  not  connected  with  a  Servk:e  as- 
signment by  an  informant  the  Chief,  Criminal 
Investigation  Division  shall  make  a  determina- 
tion of  the  advisability  of  notifying  appropriate 
law  enforcement  authorities  in  accordance  with 
Chapter  (35)00  of  "new"  IRM  1272,  Disclosure 
of  Official  Information  Handt>ook.  Approval  of 
the  District  Director  will  t>e  required  when  it  is 
advisable  not  to  notify  another  law  enforcement 
agency.  In  such  cases,  the  Chief,  CID.  will  notify 
the  District  Director,  by  memorandum,  of  the 
facts  and  circumstances  concerning  the  infor- 
mant's law  violation  and  also  provide  a  rec-om- 
mendation  on  reporting  the  violation  and  on 
continued  use  of  the  informant. 

(2)  For  the  purpose  of  these  Manual  proce- 
dures, the  phrase  "serious  crime"  means  any 
crime  which  is  a  felony  under  Federal  or  state 
law. 

(3)  In  determining  the  advisability  of  notifying 
appropriate  law  enforcement  authorities  of 
criminal  activity  by  Service  informants,  the  re- 
viewing and/or  approving  officials,  as  appropri- 
ate, shall  consider  the  following  factors: 

(a)  the  seriousness  of  the  crime  in  terms  of 
danger  to  life  and  property; 

(b)  the  degree  of  certainty  of  the  informa- 
tion regarding  the  criminal  activity; 

(c)  whether  the  appropriate  authorities  al- 
ready know  of  the  criminal  activity  and  the  infor- 
mant's identity;  and 

(d)  the  degree  to  which  notification  would 
endanger  the  life  of  the  informant  or  another 
person. 

9373.5  (2-1^4; 

Access  to  Name  of  Confidential 

and  Paid  Informants  by 

Inspection 

(1)  Occasions  may  arise  in  which  Inspection 
will  require  the  true  identity  of  confidential  and 
paid  informants. 
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(2)  Internal  Audit  Reports  on  investigative 
imprest  funds  are  required  to  contain  a  certifica- 
tion that  the  fund  was  properly  utilized.  To  issue 
such  a  certification.  Internal  Audit  must  conduct 
audit  tests  such  as  verifying  that  paid  infor- 
mants exist,  determining  the  informant's  infor- 
mation was  evaluated  prior  to  payment  and  that 
the  quality  of  the  information  was  commensu- 
rate with  the  amount  of  the  payment.  To  con- 
duct such  tests.  Internal  Audit  must  be  given  the 
true  identity  of  paid  informants.  Generally,  such 
tests  will  be  made  only  on  random  samples  of 
informants.  In  rare  instances,  the  Chief,  Crimi- 
nal Investigation  Division  will  divulge  the  names 
of  other  confidential  informants  to  Internal  Audit 
when  deemed  necessary. 

(3)  The  names  of  confidential  informants  are 
restricted  to  the  Internal  Audit  supervisor  con- 
ducting the  audit  and  are  not  accessible  to  any 
other  member  of  the  Internal  Audit  staff.  These 
names  will  not  be  contained  in  the  Internal  Audit 
Report  or  working  papers. 

(4)  Confidential  informants  will  not  be  con- 
tacted by  personnel  from  Internal  Audit.  If  a 
confidential  informant  has  to  be  contacted,  per- 
sonnel from  the  Internal  Security  Division  will 
make  the  contact.  However,  such  contact  will 
be  made  only  after  the  Regional  Inspector  de- 
termines it  is  essential  to  meet  either  auditing  or 
investigative  objectives.  Prior  to  any  contact  by 
Inspection,  whether  in  the  interest  of  Internal 
Audit  or  Internal  Security,  the  Regional  Inspec- 
tor will  notify  the  Regional  Commissioner  of 
Inspection's  intention  to  contact  a  confidential 
Informant  unless  such  notification  would  ad- 
versely affect  the  investigation  by  Inspection.  In 
those  instances  when  the  Regional  Inspector 
deems  it  inappropriate  to  notify  the  Regional 
Commissioner,  the  Regional  Inspector  will  noti- 
fy the  Assistant  Commissioner  (Inspection)  of 
his/her  decision.  The  Assistant  Commissioner 
(Inspection)  will  advise  the  Deputy  Commis- 
sioner of  Inspection's  intention  to  contact  the 
confidential  informant  without  notification  to  the 
Regional  Commissioner. 

9373.6  (9-16-93; 

Procedures  for  Obtaining  and 
Processing  Information  from 
Informants 

(1)  The  use  of  informants  to  obtain  informa- 
tion must  be  in  accordance  with  IRM  9373.3 
and  9373.6:(3)(a)  and  (c). 


(2)  During  the  initial  contact  with  the  infor- 
mant, the  special  agent  should  develop,  to  the 
extent  possible,  all  information  received  from 
the  informant  which  Indicates  a  possible  viola- 
tion of  ttie  tax  laws.  The  sp>ecial  agent  may 
recontact  the  informant  to  seek  clarification  of 
the  information  initially  obtained  by  the  agent  at 
the  first  contact. 

(3)  After  these  initial  contacts  with  an  infor- 
mant, additional  information  may  be  solicited 
from  the  informant,  and  Criminal  Investigation 
employees  may  engage  in  information  gather- 
ing activities  pertaining  to  the  particular  taxpay- 
er(s)  reported  by  the  informant,  only  after  the 
employee  receives  an  assignment. 

(a)  to  engage  in  authorized  information 
gathering  on  a  General  Investigation  (see  IRM 
9390); 

(b)  to  evaluate  an  information  item  as  a 
Primary  Investigation  (IRM  9311.3);  or 

(c)  to  conduct  a  Subject  Investigation  (IRM 
9782,  Criminal  Investigation  Management  In- 
formation System  (CIMIS  Users  Handbook). 

(4)  The  following  procedures  apply  when  in- 
formation is  received  from  an  informant  by  tele- 
phone or  personal  inten/iew; 

(a)  If  the  information  is  non-tax  and  does 
not  allege  a  violation  of  the  law,  the  informant 
should  be  so  advised.  No  written  record  is  re- 
quired to  be  made. 

(b)  If  the  information  is  non-tax  and  alleges 
a  violation  of  a  law  not  administered  by  the 
Service,  the  informant  should  be  encouraged  to 
provide  the  information  directly  to  the  appropri- 
ate agency.  No  written  record  Is  required  to  be 
made.  However,  if  the  informant  insists  on  pro- 
viding the  Service  with  the  information,  a  written 
record  should  be  made  of  the  Information  and 
processed  In  accordance  with  IRM  9387.2.  The 
informant  should  be  advised  that  we  will  provide 
the  information  to  the  appropriate  agency, 
along  with  the  informant's  name,  in  the  event 
the  agency  wishes  to  contact  the  informant  for 
additional  information. 

(c)  If  the  information  is  tax-related  and  per- 
tains to  a  General,  Primary,  or  Subject  Investi- 
gation, a  written  record  should  be  made  of  the 
information  and  associated  with  the 
Investigation. 

(d)  If  the  information  alleges  a  violation  of 
the  internal  revenue  laws  and  does  not  pertain 
to  one  of  the  investigations  in  (c)  above,  a  writ- 
ten record  should  b>e  made  of  the  information 
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-^processed  in  accordance  with  IRM  9311.2. 

f  ithe  Ko"i  has  cnminal  investigation  potential 

I  (s  to  be  returned  to  tt>e  district  (or  further 

atkxi,  ttie  agent  will  prepare  a  Form  3949. 

ilnal  Investigation  Information  Item. 

•(e)  If  the  agent  requests  authorization  to 

gage  In  information  gathering  based  on  Infor- 

atton  received  from  an  informant,  he/she  will 

_t  a  memorandum  to  the  Chief  or  District 

rtor  in  accordance  with  IRM  9390  for  such 

ation  prior  to  engaging  in  any  additional 

ifofmation  gathering  activities. 


9373.7    (.\2-27-77) 

Documents  of  a  Confidential 
Nature 

Tax  returns  and  other  documents  shown  to  a 
taxpayer  or  a  witness  in  the  course  of  an  investi- 
gation, or  returns  or  similar  documents  to  be 
produced  in  court,  shall  t)e  reviewed  by  the 
special  agent  prior  to  such  disclosure  to  ensure 
that  nothing  is  attached  (such  as  an  informant's 
communication)  that  might  reveal  the  existence 
or  identity  of  a  confidential  source  of 
information. 
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9373.8  (9-10-84) 
Management  Review 

(1)  Assistant  Commissioners  or  designees 
will,  during  their  regularly  scheduled  National 
Office  Review  Program  (NORP),  examine  the 
informants'  activity  to  ensure  compliance  with 
Service  policy  and  these  guidelines. 

(2)  Regional  Commissioners  or  designees 
will,  during  regularly  scheduled  reviews  of  each 
district,  examine  their  informants'  activity  to  en- 
sure compliance  with  Service  policy  and  these 
guidelines. 

(3)  Management  review  procedures  by  As- 
sistant Commissioners  and  Regional  Commis- 
sioners or  designees  will  in  no  way  relieve  Dis- 
trict Directors  of  their  responsibility  to  see  that 
these  guidelines  are  followed. 

9373.9  (10-22-91) 

Informant  Accompanying  Special 
Agent 

(1)  There  are  circumstances  when  a  special 
agent  may  find  it  necessary  or  desirable  to  have 
an  informant  accompany  the  special  agent  on 
an  investigative  contact  or  activity.  For  exam- 
ple, the  informant  might  prove  of  value  in  identi- 
fying a  witness  or  taxpayer,  pinpointing  a  loca- 
tion. Introducing  the  agent  to  a  witness  or 
potential  informant,  or,  in  exceptional  circum- 
stances, attending  a  witness  interview. 

(2)  In  using  informants  for  these  and  similar 
purposes,  the  special  agent  must  exercise  ex- 
treme care  to  protect  the  ir\formant's  identity, 
provide  for  the  informant's  physical  safety  and 
prevent  unauthorized  IRC  6103  disclosure  of 
returns  or  return  information. 

(3)  As  a  general  rule,  an  informant  should  not 
t>e  present  while  a  special  agent  is  conducting  a 
witness  interview.  There  are,  however,  excep- 
tional circumstances  when  a  special  agent  may 
find  it  necessary  or  desirable  to  have  an  infor- 
mant accompany  him/her  on  a  witness  inter- 
view (for  example,  when  the  informant's  pres- 
ence during  the  interview  will  make  a  reluctant 
witness  feel  more  at  ease).  In  this  regard: 

(a)  An  informant's  presence  is  permitted 
only  when  the  witness  requests  the  informant's 
presence,  or  the  witness  expressly  consents  to 
the  informant's  presence.  This  request  or  con- 
sent must  be  documented  by  the  special  agent 
in  the  memorandum  of  interview  or  other  inter- 
view record. 

(b)  Under  no  circumstances  should  an  in- 
formant t>e  introduced  as  a  Federal  agent,  nor 
should  anything  be  said  or  done  that  would  lead 


the  witness  to  mistakenly  believe  that  the  infor- 
mant is  a  Federal  agent,  an  IRS  employee  or 
other  government  representative.  Thus,  it  is 
very  important  that  the  special  agent,  and  not 
the  informant,  question  the  witness  and  other- 
wise control  the  interview.  If  the  informant's 
assistance  is  needed  during  the  interview,  the 
informant  should  write  out  the  questions  and 
given  them  to  the  special  agent  for  the  agent's 
use. 

9374  (10-24-60) 

Protection  and  Maintenance  of 

Witnesses  and  Informants 

9374.1     (9-16-93) 

General 

(1)  Federal  agencies  have  always  recog- 
nized a  duty  to  protect  informants  and  witness- 
es from  threats  or  possible  danger  resulting 
from  their  assistance  to  the  Government  by 
furnishing  information  or  by  testifyir^  on  behalf 
of  the  Government  in  the  prosecution  of 
investigations. 

(2)  The  Department  of  Justice's  Witness  Se- 
curity Program  was  established  pursuant  to  Ti- 
tle V  of  the  Organized  Crime  Control  Act  of  1 970 
and  amended  by  the  Witness  Security  Reform 
Act  of  1984.  In  short,  that  Title  places  with  the 
Attorney  General  broad  discretionary  authority 
and  authorizes  appropriations  to  provide  for  the 
protection  of  actual  and  potential  Government 
witnesses  in  legal  proceedings  against  any  per- 
son alleged  to  have  participated  in  an  organized 
criminal  activity  or  other  serious  offenses,  when 
organized  crime  syndicates  threaten  the  life  or 
person  of  such  a  witness  or  a  member  of  his/ 
her  family  or  close  associates.  Under  its  sepa- 
rate appropriation  statutes  the  Department  of 
Justice  (DOJ)  receives  specific  funds  for  this 
purpose. 

(3)  A  decision  rendered  by  the  Comptroller 
General  of  the  United  States  on  August  5. 1975, 
concluded  that  the  IRS  has  the  authority  to  use 
its  appropriations  for  temporary  protection  of  an 
informant/witness  or  a  witness  until  a  determi- 
nation by  the  Department  of  Justice  ttiat  the 
person  qualifies  for  Title  V  protection  under 
Justice's  Witness  Security  Program;  and  au- 
thority to  approve  all  confidential  expenditures 
for  other  protective  arrangements  undertaken 
by  the  Service  for  an  informant/witness  or  a 
witness  who  does  not  qualify  for  or  is  refused 
protection  under  Justice's  Witness  Security 
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tin  an  investigation  which  is  not  under 

J  of  the  United  States  Attorney's  Of- 

'exjstence  of  a  specific  appropriation, 

S^case  Title  V  witness  protection  provi- 

•  pjwiudes  the  use  of  a  more  general 

jpnation  such  as  that  under  which  the 

( receives-  operating  funds. 

ftTh©  Special  Investigative  Techniques 
I  (CI:0:S)  in  the  National  Office  has  been 
jfiated  to  act  as  Criminal  Investigation  Wit- 
iSocurity  Coordinator  (WSC).  The  WSC  will 
tinate  all  Internal  Revenue  protective  ar- 
jments  and  relocations;  and  serve  as  a 

fitral  contact  point  for  the  field,  the  Depart- 
t  of  Justice  and  other  National  Office  func- 

ns  that  may  have  a  need  to  contact  a  protect- 
I  witness  or  informant. 

P(6)  Treasury  Directive  55-01,  Victims  and 
9ss  Assistance,  dated  December  3, 1987, 
C'pOfitains  instructions  on  the  care  of  victims  and 
9sses  wtK)  may  be  in  danger  or  in  need  of 
■  assistance  such  as  counseling  or  medical  treat- 
'  merit  For  further  information  see  IRfvl  9375  and 
'Exhibit  9370-1. 

9374.2  (io-i4~ez) 
Definitions 

(1)  For  the  purpose  of  these  guidelines  and 
procedures  on  protection,  the  following  terms 
are  defined; 

(a)  witness — any  person  who  has  testified 
■  In  a  judicial  proceeding  or  any  person  who  by 

having  knowledge  of  information  or  facts  will 
clearly  become  a  witness  before  a  Federal 
Grand  Jury  or  at  a  trial.  When  it  is  not  clear  that  a 
person  will  be  used  as  a  witness,  he/she  will 
have  the  same  status  as  an  informant. 

(b)  informant — any  person  who  supplies 
the  Service  with  information  regarding  viola- 
tions of  the  tax  laws  and  such  information  is 
being  acted  upon  by  the  Sen/ice. 

(c)  infonnant/witness — any  person  who  is 
already  a  witness  in  one  case  but  continues  to 
be  an  infonnant  in  another  investigation. 

(d)  Risk  Assessment  Report— The  possi- 
ble danger  to  other  persons  or  property  in  the 
relocation  area  from  the  informant  or  witness  or 
any  relocated  family  memt>er  or  close  associ- 
ate of  the  witness  or  informant  if  such  individual 
is  placed  in  the  program.  See  IRM  9374.4:(3)(b) 
for  the  information  to  be  included  in  the  Risk 
Assessment  Report. 

(e)  Threat  Assessment  Report— The  pos- 
sible danger  to  the  witness  or  informant  and 
iTiembers  of  their  families  or  household  or  their 
close  associates.  See  IRM  9374.4:(3)(a)  for  the 
information  to  be  included  in  the  Threat  Assess- 
ment Report  when  the  witness  or  informant  is 
not  under  the  jurisdiction  of  the  U.S.  Attorney 
See  IRM  9374.7:(2)(a)  for  the  information  to  be 
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included  in  the  Threat  Assessment  Report 
when  the  witness  or  informant  is  under  the  juris- 
diction of  the  U.S.  Attorney. 

(0  Under  the  Jurisdiction  of  the  U.S.  Attor- 
ney— IRM  9374.7  contains  the  procedures  to 
request  authorization  to  place  an  individual  in 
the  witness  security  program  when  the  case  is 
under  the  jurisdiction  of  the  U.S.  Attorney. 

(g)  Not  under  the  Jurisdiction  of  the  U.S. 
Attorney— IRM  9374.4  contains  the  proce- 
dures to  request  authorization  to  place  an  indi- 
vidual in  the  witness  security  program  when  the 
case  is  not  under  the  jurisdiction  of  the  U.S. 
Attorney.  It  should  be  noted  that  the  Risk  As- 
sessment Report  is  the  same  in  either  of  the 
above  situations.  However,  the  Threat  Assess- 
ment Report  is  different. 

9374.3  (9-16-93) 
Protection  Provided  by 
Department  of  Justice  Pursuant 
to  Title  V 

(1)  The  provisions  of  Title  V  were  Implement- 
ed by  Department  of  Justice  Order  No.  2110.2. 
dated  January  10, 1975.  The  responsibilities  for 
the  security  and  maintenance  of  witnesses  and 
their  dependents  were  placed  with  the  United 
States  Marshals  Service.  Protection  and  main- 
tenance will  be  allowed  upon  the  finding  of  the 
Director,  Office  of  Enforcement  Operations 
(OEO),  Department  of  Justice,  that  the  pro- 
posed witness  meets  all  the  following 
conditkjns: 

(a)  the  person  is  a  qualifying  witness  In  a 
specific  investigation  in  process  or  during  or 
after  a  grand  jury  proceeding; 

(b)  evidence  in  possession  indicates  that 
the  life  of  the  witness  or  a  member  of  the  wit- 
ness" family  or  household  is  in  immediate  jeop- 
ardy; and 

(c)  evidence  in  possession  indicates  it 
would  t>e  advantageous  to  the  federal  interest 
for  the  Department  of  Justice  to  protect  the 
witness  and/or  a  family  or  household  memtier. 

9374.4  (»-i6-93) 

Procedures  When  Informant  or 
Witness  Is  Not  Under  the 
Jurisdiction  of  the  U.S.  Attorney 

(1)  Upon  receipt  by  a  Service  employee  of 
information  alleging  a  threat  or  possible  danger 
to  a  past  or  present  government  informant  or 
witness  or  his/her  family  or  close  associates, 
as  a  result  of  his/her  furnishing  information  or 
otherwise  cooperating  with  the  Service,  the  em- 
ployee will  forward  the  information  to  the  Chief, 
Criminal  Investigation  Division.  The  Chief  will 
exercise  his/her  judgment  to  decide  whether  or 
not  any  protective  arrangements  are  necessary 
and  appropriate  under  the  circumstances  (See 
IRM  926(12):(1)). 
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"(5)  IS  absent  from  the  hearing  and  the 
proponent  of  his  statement  has  been  unable  to 
procure  his  attendance  (or  in  the  instance  of  a 
hearsay  exception  under  subdivision  (b)(2).  (3), 
or  (4),  his  attendance  or  testimony)  by  process 
or  other  reasonable  means,  "A  declarant  is  not 
unavailable  as  a  witness  if  his  exception,  refus- 
al, claim  of  lack  of  memory,  inability,  or  absence 
is  due  to  the  procurement  or  wrongdoing  of  the 
proponent  of  his  statement  for  the  purpose  of 
preventing  the  witness  from  attending  or 
testifying." 

(b)  Hearsay  exceptions. — The  following 
are  not  excluded  by  the  hearsay  rule  if  the  de- 
clarant is  unavailable  as  a  witness: 

"(1)  Former  testimoriy. — Testimony  giv- 
en as  a  witness  at  another  hearing  of  the  same 
or  a  diflerent  proceeding,  or  in  a  depositkxi 
taken  in  compliance  with  law  in  the  course  of 
the  same  or  another  proceeding,  if  the  party 
against  whom  the  testimony  is  now  offered,  or, 
in  a  civil  action  or  proceeding,  a  predecessor  in 
interest,  had  an  opportunity  and  similar  motive 
to  develop  the  testimony  by  direct,  cross,  or 
redirect  examir^ation."  [Under  this  section,  it 
does  not  matter  whettier  the  opportunity  for 
examination  came  in  the  form  of  direct  or  cross- 
examination,  as  long  as  there  was  adequate 
opportunity  to  develop  the  testimony  of  the  wit- 
ness in  the  prior  formal  hearing.] 

"(2)  Sfafemenf  under  belief  of  impeding 
death. — In  a  prosecution  for  homicide  or  in  a 
civil  action  or  proceeding,  a  statement  made  by 
a  declarant  while  tjelieving  that  his  death  was 
imminent,  concerning  the  cause  or  circum- 
stances of  what  he  believed  to  l^e  his  impending 
death."  [This  exception  is  applicable  only  in 
homicide  cases  or  related  civil  actions.  Dying 
declarations  are  not  normally  relevant  to  tax 
investigations.] 

"(3)  Sfafemenf  against  interest. — A 
statement  which  was  at  the  time  of  its  making 
so  far  contrary  to  the  declarant's  pecuniary  or 
propnetary  interest,  or  so  far  tended  to  subject 
him  to  civil  or  cnminal  liability,  or  to  render  inval- 
id a  claim  by  him  against  another,  that  a  reason- 
able man  in  his  (Xjsition  would  not  have  made 
the  statement  unless  he  believed  it  to  be  true.  A 
statement  tending  to  expose  the  declarant  to 
criminal  liability  and  offered  to  exculpate  the 
accused  is  not  admissible  unless  corroborating 
circumstances  clearly  indicate  the  trustworthi- 
ness of  the  statement"  [The  party  introducing 
the  statement  should  be  prepared  to  show  that 
the  declarant  was  aware  that  the  statement 
was  against  interest  at  the  time  it  was  made] 

"(4)  Statement  of  personal  or  family  his- 
tory.— (A)  A  statement  concerning  the  declar- 
ant's own  birth,  adoption,  mamage,  divorce, 
legitimacy,  relationship  by  blood,  adoption,  or 


marriage,  ancestry,  or  other  similar  fact  of  per- 
sonal or  family  history,  even  though  declarant 
had  no  means  of  acquiring  personal  knowledge 
of  the  matter  stated;  or  (B)  a  statement  con- 
cerning the  foregoing  matters,  and  death  also, 
of  another  [serson.  if  the  declarant  was  related 
to  the  other  by  blood,  adoption,  or  marriage  or 
was  so  intimately  associated  with  the  other's 
family  as  to  be  likely  to  have  accurate  informa- 
tion concerning  the  matter  declared." 

"(5)  Other  exceptions."  [These  are  the 
same  as  those  specified  in  Rule  803(24)  (HB 
223.7(7)).] 
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Introduction 

This  material  concerns  sources  of  investiga- 
tive information  that  may  be  useful  to  special 
agents  of  all  districts.  District  offices  may  pre- 
pare an  addenda  of  other  sources  which  are 
applicable  to  investigations  in  the  local  area. 
Information  regarding  any  corrections  to  the 
material  in  this  section  or  any  additional  sourc- 
es which  are  of  sufficient  importance  to  warrant 
inclusion  in  the  Handtxxjk  may  be  forwarded  to 
the  Assistant  Commissioner  (Cnminal  Investi- 
gation) National  Office  (OP:CI:P). 

332  (i-ia-ao)  9^e^ 

Confidential  Sources  of 
Information 

332.1     (1-18-80)  9781 

Manual  References 

Procedures  for  processing  information  from 
confidential  sources  are  provided  in  IRM  9370 
through  9373. 


332.2  (1-18-80) 
Informants 


9781 


332.21  (1-18-80)  9781 

Definition  of  Informants 

An  informant  is  an  individual  who  furnishes 
information  to  the  Internal  Revenue  Service. 
Such  information  may  be  furnished  on  the  infor- 
mant's own  initiative  or  as  a  result  of  being 
directed  to  furnish  information  by  a  special 
agent  or  other  Service  employee.  (See  tRM 
9373.2)  / 

332.22  (10-19-92)  9781 

Development  of  Informants 

(1)  Many  criminal  tax  investigations  have 
originated  from  information  furnished  t»y  infor- 
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mants,  and  many  have  been  successfully  com- 
pleted only  because  of  the  use  of  informants 
who  have  supplied  information  otherwise  un- 
available. This  is  especially  true  with  respect  to 
taxpayers  engaged  m  illegal  activities. 

(2)  General  public  appeals  which  encourage 
taxpayers  to  inform  on  each  other  in  iax  matters 
tend  to  generate  unfavorable  reactions  which 
are  adverse  to  effective  tax  administration,  and 
they  will  not  be  used. 

332.23  (10-19-92)  9761 

Protection  of  Informants 

(1)  During  Investigations — Communications 
of  confidential  informants  are  based  on  the  in- 
formant's trust  that  his/her  identity  will  not  be 
disclosed  and  that  he/she  will  not  be  harmed 
physically,  economically,  or  otherwise  because 
of  his/her  action  in  furnishing  information  to  the 
Government.  The  protection  of  confidential  in- 
formants, therefore,  is  absolutely  essential  in 
enforcement  activities.  Special  agents  will  not 
divulge  either  the  identity  of  the  informant  or  the 
existence  of  a  confidential  informant  in  the  in- 
vestigation to  anyone  other  than  authorized 
persons.  To  provide  maximum  security  regard- 
ing their  identity  and  existence,  confidential  in- 
formants will  not  be  used  as  witnesses,  placed 
in  a  position  where  they  might  become  witness- 
es, or  unnecessarily  identified  in  court  without 
their  consent.  In  order  to  avoid  the  conflict  be- 
tween preservation  of  an  informant's  anonymi- 
ty and  the  possible  disclosure  of  an  informant's 
identity  during  the  investigation  and  prosecu- 
tion, the  special  agent  should  make  a  decision 
earty  in  the  investigation  atx>ut  the  feasibility  of 
development  of  other  evidence  to  take  the 
place  of  the  informant  as  a  witness.  If  this  is  not 
feasible,  the  investigation  should  generally  be 
closed.  Communications  of  confidential  infor- 
mants should  not  be  attached  to  income  tax 
returns,  associated  with  workpapers,  or  includ- 
ed in  the  exhibits  submitted  with  a  report 

(2)  In  the  Courts 

(a)  It  is  the  duty  of  every  citizen  to  commu- 
nicate to  his/her  Government  any  information 
which  he/she  has  of  an  offense  against  its  laws. 
To  encourage  him/her  in  f>erforming  his/her 
duty,  the  courts  have  held  such  information  to 
be  confidential  within  the  discretion  of  the  Gov- 
ernment. The  courts,  on  the  basis  of  public 
policy,  will  not  compel  or  allow  disclosure  of  an 
informant's  identity  without  the  consent  of  the 
Government  unless  such  information  is  useful 
evidence  to  vindicate  the  accused  or  lessen  the 
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risk  of  false  testimony,  or  is  essential  to  the 
proper  disposition  of  the  case.  [Rugendorf  v 
U.S.:  Roviaro  v.  U.S.]  Since  the  privilege  exists 
in  behalf  of  the  Government  and  not  the  infor- 
mant, the  Government  may  waive  it.  and  it  is 
deemed  to  be  waived  if  the  informant  is  put  on 
the  witness  stand.  [U.S.  v.  Schneiderrnan:  Se- 
gurola  v.  U.S.]  Further  discussion  of  the  law 
regarding  privileged  communications  of  infor- 
mants is  contained  in  344. 

(b)  If  a  special  agent,  who  has  promised  an 
informant  that  he/she  would  keep  his/her  iden- 
tity confidential,  is  asked  to  disclose  such  iden- 
tity on  the  witness  stand  and  no  obiection  to  the 
question  is  made  or  sustained,  he/she  stiould 
not  refuse  to  answer,  but  should  state  that  he/ 
she  cannot  disclose  the  information  on  the 
ground  tnat  it  was  a  privileged  communication 
to  an  officer  of  the  Government.  [Scher  v.  US.] 
and  that  he/she  is  bound  by  instructions  not  to 
disclose  such  information.  He/she  should 
maintain  this  position  pending  instructions  from 
his/her  superiors  and  advice  from  the  United 
States  Attorney.  The  special  agent's  failure  to 
disclose  this  information  may  have  several 
results: 

1  The  court  may,  if  he/she  thinks  that  no 
harm  is  done  the  defendant,  uphold  the  special 
agent; 

2  The  court  may  dismiss  the  action; 

3  The  special  agent's  superiors  may  re- 
lease him/her  from  his/her  obligation:  or 

4  If  he/she  persists  in  his/her  refusal  to 
answer,  the  court  may  find  him/her  m 
contempt. 

332.24    (1-23-90)  978' 

Techniques  With  Informants 

(1)  Be  fair  and  truthful  with  informants.  Make 
no  promises  that  you  do  not  intend  to  fulfill 
Show  appreciation  for  the  information  fur- 
nished but  do  not  let  an  Informant  determine  the 
procedure  to  be  used  in  the  investigation  or 
otherwise  control  it.  A  Government  officer  must 
not  condone  any  violation  of  law  in  order  to 
obtain  information.  Informants  may,  through  ig- 
norance or  zeal,  induce  a  violation.  If  a  defend- 
ant can  show  that  the  informant  who  induced 
him/her  to  commit  a  violation  was  acting  under 
some  arrangement  with  Government  officers, 
he/she  has  a  legal  defense.  Therefore,  when- 
ever there  appears  to  be  a  possibility  of  entrap- 
ment or  some  other  unlawful  act  by  an  infor- 
mant, he/she  should  Ije  guided  in  a  manner  that 
will  prevent  the  occurrence  of  such  acts. 
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(2)  A  special  agent  must  maintain  a  profes- 
sional relationship  with  an  informant  based 
upon  mutual  respect.  The  special  agent  should 
guard  against  the  relationship  becoming  per- 
sonal instead  of  professional.  The  special 
agent's  ability  to  be  objective  is  jeopardized  if  a 
friendly  personal  relationship  develops  with  the 
informant. 

(3)  Some  informants  supply  only  what  infor- 
mation they  think  the  officer  does  not  know.  The 
receiver,  therefore,  should  in  all  instances 
make  every  effort  to  get  all  facts  within  the 
knowledge  of  the  informant.  If  a  telephone  call 
is  received  from  an  anonymous  source,  the 
receiver  should  strive  to  elicit  all  possible  infor- 
mation before  the  connection  is  broken  be- 
cause the  caller  may  not  offer  any  further  op- 
portunity for  communication. 

(4)  Informants  provide  information  for  a  vari- 
ety of  reasons.  In  estimating  the  reliability  of  an 
informant  and  evaluating  the  information  which 
he/she  furnished,  consideration  should  be  giv- 
en to  his/her  motive.  The  informant's  motive 
should  greatly  influence  the  special  agent's 
evaluation  of  the  informant's  reliability  and 
credibility.  The  special  agent  should  consider 
the  following  possibilities  when  evaluating  an 
informant's  motive: 

(a)  Monetary  gain. 

(b)  Revenge. 

(c)  Altruism. 

(d)  Self-aggrandizement. 

(e)  Law  enforcement  buff. 

(f)  Personal  gain. 

(g)  Eccentric  or  thrill  seeker. 

(5)  A  special  agent  who  receives  information 
about  a  taxpayer  from  an  informant  should 
check  the  Criminal  Investigation  Division  files, 
inasmuch  as  the  informant  may  have  given  an 
incorrect  or  incomplete  name  for  the  taxpayer. 
If  the  original  file  check  discloses  no  record, 
and  the  special  agent  finds  during  his/her  in- 
vestigation that  the  taxpayer  spells  his/her 
name  differently  or  uses  names  in  addition  to 
the  name  reported  by  the  informant,  the  special 
agent  should  immediately  recheck  under  the 
newly  discovered  name  or  names. 

332.25    (3-24-89)  9781 

Payments  to  Informants 

(1 )  Instructions  concerning  rewards  for  infor- 
mation submitted  to  the  IRS  are  contained  in 
IRM  9371.  Instructions  concerning  confidential 
expenditures  and  courtesy  expenditures  which 
involve  payments  to  or  on  behalf  of  informants 
are  contained  in  IRM  9372  and  IRM  9373.3. 

(2)  Under  no  circumstances  are  Internal 
Revenue  employees  authorized  to  assure  any 
person  that  a  reward  will  be  paid  in  any  amount, 
nor  should  Internal  Revenue  personnel  indicate 


to  the  informant  in  any  manner  the  amount  of 
the  probable  tax  recovery  or  whether  such  re- 
covery is  based  upon  the  information  submitted 
by  the  informant.  If  inquiry  is  made  as  to  the 
amount  which  may  be  received,  the  inquirer 
should  be  furnished  with  a  copy  of  Publication 
733,  Rewards  for  Information  Given  to  the  Inter- 
nal Revenue  Service,  pertaining  to  rewards  for 
information  at>out  violations  of  the  internal  rev- 
enue laws. 

(3)  Replies  to  inquiries  regarding  payment  of 
claims  for  reward  on  Form  211  must  indicate 
that  individuals  seek  such  rewards  on  their  own 
initiative. 

333  <i-ie-eo)  978i 

Information  From  Government 
Offices  In  Washington,  D.C. 

333.1     f  1 0-19-92;  9781 

General 

(1 )  Requests  for  tax  related  information  to  be 
obtained  from  the  following  governmental  of- 
fices located  in  Washington.  D.C,  shall  be  sent 
by  the  Chief,  Criminal  Investigation  Division, 
with  the  concurrence  of  the  Distnct  Director  to 
the  Assistant  Commissioner  (Cnminal  Investi- 
gation) National  Office,  Attn:  Cl:0. 

(a)  national  headquarters  office  of  the 
Federal  Bureau  of  Investigation; 

(b)  national  headquarte's  office  of  Selec- 
tive Service.  Records  of  Selective  Service  ap- 
plicants are  confidential  and  the  information 
therein  may  not  te  released  except  in  instances 
where  extraordinary  circumstances,  such  as 
national  security  consideration,  require 
disclosure; 

(c)  all  congressional  committees  and  sub- 
committees and  their  investigatory  staffs; 

(d)  the  Securities  and  Exchange 
Commission; 

(e)  National  Office  of  the  Internal  Revenue 
Service; 

(f)  Federal  Deposit  Insurance  Corpora- 
tion; and 

(g)  any  other  requests  (or  information  to  be 
obtained  from  departments  and  agencies  in 
Washington,  D.C.  which  is  not  routine  in  nature. 
If  there  is  a  question  as  to  whether  the  matenal 
is  of  a  routine  nature,  the  request  should  t>e  sent 
to  the  Assistant  Commissioner  (Cnminal  Inves- 
tigation) who  will  determine  its  disposition. 

(2)  Requests  of  a  routine  nature  for  informa- 
tion from  other  governmental  offices  located  in 
Washington,  DC,  shall  be  forwarded  to  the 
Chief,  Criminal  Investigation  Division,  Balti- 
more, Maryland,  and  not  to  the  National  Office. 
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333.2  (7-^^-e3)  97ei 

Social  Security  Administration 
Records 

333.21     (7-12-63)  9781 

Regulations  Under  the  Social 
Security  Act 

Regulations  under  the  Social  Secunty  Act 
authorize  the  Social  Security  Administration  to 
disclose  information  to  any  officer  or  employee 
of  the  Department  of  the  Treasury  lawfully 
charged  with  the  administration  of  Titles  II.  VIII, 
or  IX  of  the  Social  Security  Act,  the  Federal 
Insurance  Contributions  Act,  the  Self-Employ- 
ment Act,  or  the  Federal  Unemployment  Tax 
Act,  or  any  Federal  income  tax  law,  for  the 
purpose  of  such  administration  only.  The  regu- 
lations expressly  forbid  further  disclosure  of 
information  thus  obtained,  or  its  use  for  any 
purpHDse  other  than  administration  of  the  em- 
ployment and  income  tax  laws. 

333.22    (10-19-92)  9781 

Normal  Procedures  for  Obtaining 
Social  Security  Account 
Information 

(1)  The  procedures  descntjed  herein  will  be 
followed  for  all  requests  (other  than  tfiose  relat- 
ing to  benefit  payments)  except  those  made  in 
situations  which  require  a  more  expeditious 
response: 

(a)  Form  2264,  Request  for  Social  Security 
Account  Information,  shall  be  used  in  request- 
ing ttie  name  and  address  of  the  latest  reporting 
employer  of  a  taxpayer  from  the  records  of  the 
Social  Security  Administration  (SSA).  Such 
form  shall  not  he  used  in  requesting  other  infor- 
mation from  the  agency.  The  form  should  be 
prepared  for  each  individual  involved  and  care 
should  be  exercised  to  make  certain  that  all 
applicable  items  are  accurately  completed.  The 
space  on  the  form  designated  "Ongmating  Of- 
fice" may  be  left  blank  or  utilized  to  identify  the 
post  of  duty  of  the  special  agent  ongmating  the 
fofm  request.  So  that  SSA  can  give  priority  to 
IRS  criminal  investigations  the  form  should  be 
labeled  as  "IRS-CRITICAL  INVESTIGATION" 
at  the  top,  in  such  Instances.  The  taxpayer's 
name  should  be  typed  or  legibly  pnnted  and 
his/her  complete  Social  Secunty  Number  must 
be  shown  in  order  that  the  Social  Security  Ad- 
ministration may  readily  identify  the  proper  ac- 
count. When  the  Social  Secunty  Number  is  not 
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known  and  an  inquiry  to  the  Social  Security 
Administration  is  deemed  essential,  complete 
information  must  be  furnished  regarding  the 
individual's  full  name,  date  and  place  of  birth, 
and  names  of  both  parents  including  his/her 
mother's  maiden  name.  IRS  district  codes, 
which  are  set  out  in  Exhibit  (13)00-7  of  IRM 
4810,  Examination  Reports  Handbook,  must  be 
shown  in  the  appropriate  space  on  the  form. 

(b)  When  the  name  and  address  of  the 
latest  recorded  employer  is  requested,  the  So- 
cial Security  Administration  will  return  the  Form 
2264  to  the  requesting  IRS  distnct  with  the 
information  entered  on  an  electronically  pre- 
pared form  attached  to  the  Form  2264.  In  com- 
pleting the  space  designated  "Return  To"  on 
the  Form  2264,  there  should  be  inserted  "At- 
tention: Chief,  Criminal  Investigation  Division, 
(District  Director  in  small  distnct)  and  the  ad- 
dress of  the  requesting  district.  The  form  will  be 
signed  by  the  Chief  or  by  a  subordinate  supervi- 
sory official  who  has  been  authonzed  to  sign  the 
form. 

(c)  Agreement  has  been  reached  with  the 
Social  Security  Administration  that  its  records 
will  be  checked  only  for  the  calendar  year  in 
which  the  Form  2264  is  submitted  and.  if  no 
employer  is  found  for  that  calendar  year,  for  the 
two  preceding  calendar  years. 

(d)  Requests  for  itemization  of  quarterly 
earnings,  which  identify  employers  and 
amounts  of  wages  taxable  under  the  Federal 
Insurance  Contributions  Act.  may  also  be  made 
to  the  Social  Security  Administration  when  such 
information  is  needed  in  the  administration  of 
employment  and  income  teuc  laws.  Requests  of 
this  type  shall  be  made  by  letter  stating  that  the 
information  is  to  be  used  for  official  purposes  of 
an  employment  or  income  tax  matter  and  identi- 
fying the  period  or  periods  for  which  an  itemiza- 
tion of  quarterly  earnings  is  requested.  In  addi- 
tion, the  letter  should  show  the  taxpayer's 
name  and  complete  Social  Secunty  Number, 
and  the  name,  address,  and  code  of  the  iRS 
distnct  originating  the  request.  So  that  SSA  can 
give  pnority  to  IRS  cnminal  investigations  "IRS- 
CRITICAL  INVESTIGATION"  should  be  la- 
t)eled  before  the  body  of  the  letter  m  such  in- 
stances and  should  be  mailed  directly  to  the 
Social  Security  Administration.  Mail  and  Work 
Distribution  Section.  Lower  Basement.  Metrow- 
esi  BIdg.,  300  North  Greene  Street.  Baltimore, 
MD  21201  (FTS  646-8642).  All  envelopes 
should  be  marked  DO  NOT  OPEN  IN  MAIL- 
ROOM.  The  letter  should  be  signed  by  the 
Chief.  Criminal  Investigation  Division,  or  his/her 
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(3)  The  security  provisions  described  in  par- 
agraphs (1)  and  (2)  above  shall  also  apply  to  the 
transmission  to  Criminal  Investigation  of  mem- 
oranda of  oral  interview  with  informants  by  all 
Service  employees  who  conduct  such 
interviews. 

(4)  In  order  to  maintain  maximum  secunty. 
informant  communications,  claims  for  reward, 
claim  for  reward  reports,  index  files,  suspense 
files,  and  any  other  reports,  memoranda  or  doc- 
uments which  identity  informants,  shall  be  pro- 
tected in  accordance  with  Exhibit  500-2  of  IRM 
1(16)41,  Physical  and  Document  Secunty  Hand- 
book. Access  to  such  cabinets  should  be  limit- 
ed to  the  person  or  persons  responsible  for  the 
security  of  the  aforementioned  documents.  The 
identity  of  informants  shall  not  be  disclosed  to 
any  Service  officials  or  employees  except  on  a 
"need  to  know"  basis  in  the  performance  of 
their  official  duties.  Personnel  to  whom  the 
identity  of  informants  becomes  known  or  who 
receive  information  wtiich  identifies  an  infor- 
mant are  required  to  treat  such  information  as 
highly  confidential  and  to  exercise  the  same 
security  precautions  relative  thereto  as  those 
individuals  primarily  responsible  (see  IRM 
9373). 

311.9    (12-28-92)  97SA 

Management  Controls  of 
Information  Items 

(1)  Each  Chief.  CIB  will  devise  adequate  con- 
trols at  each  service  center  to  assure  timely  and 
accurate  processing  of  "Information  Items" 
and  "Other  Information." 

(2)  Management  controls  should  include  a 
record,  by  district  office,  prepared  no  later  than 
the  end  of  each  month  to  reflect  the  status  of 
Items  on  hand  and  to  account  for  the  number  of 
Items  received  and  items  completed.  A  copy  of 
this  report  should  be  furnished  monthly  to  the 
National  Office  by  the  10th  working  day  of  the 
following  month.  See  Exhibit  4  Monthly  Infor- 
mation Item  Status  report. 

320    (12-26-92)  9784 

(Reserved) 
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Criminal  Investigation  Controls 

331  (\  2-20-92) 

Control  Function 
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331.1     (\2-2a-92)  9'84 

General 

(1 )  The  purpose  of  the  control  function  within 
the  CIB  IS  to  aid  the  investigative  effort  of  the 
district  Criminal  Investigation  Division  (CID)  by 
establishing  controls  on  master  file  operations 
for  taxpayer  accounts  under  investigation.  The 
district  office  IS  alerted  by  the  service  center 
CIB  to  any  transaction  trying  to  post  to  the 
Master  File  on  a  particular  account.  A  Criminal 
Investigation  Control  Notice,  Form  4135.  is  pre- 
pared by  the  districts  indicating  the  specific 
control(s)  needed  on  which  tax  penod(s)  and 
types  of  accounts.  The  Chief.  CIB,  will  be  re- 
sponsible for  determining  that  requested  infor- 
mation has  been  correctly  input  The  Cnminal 
Investigation  control  input  performs  four  basic 
functions,  as  follows: 

(a)  Input  controls  via  Integrated  Data  Re- 
trieval System  (IDRS)  by  both  CID  and  CIB. 

(b)  Verifies  controls  over  Individual  Master 
File  (IMF),  Business  Master  File  (BMF)  and  Indi- 
vidual Retirement  Account  (IRA). 

(c)  Advises  the  appropnate  distnct  Chief, 
CID,  or  other  service  centers  of  activity  on  ac- 
counts where  controls  were  initiated  by  the  re- 
spective offices. 

(d)  Terminates  controls  when  requested. 

331.2    (12-20-92)  9784 

Criminal  Investigation  Transaction 
Codes 

(1)  There  are  nine  transaction  codes  which 
are  utilized  by  Criminal  Investigation.  These 
transaction  codes  are  910,  911,  912.  914,  915, 
916,  917,  918,  and  919.  The  purpose  of  these 
transaction  codes  is  to  monitor  accounts  for  the 
districts  and  service  center.  A  select  few  of  the 
transaction  codes  are  to  reverse  the  Cnmmal 
Investigation  control  which  have  t>een  previ- 
ously input.  Those  codes  which  initiate  a  control 
generate  an  unpostable  183  for  IMF  and  an 
unpostable  333  for  BMF  (except  a  TC  910), 
which  is  routed  to  the  service  center's  Cnmmal 
Investigation  Branch.  The  tax  assistant  with  the 
control  function  reviews  the  return  or  action  to 
determine  if  it  should  be  posted  immediately,  or 
if  the  Chief,  CID  or  designee  should  t>e  contact- 
ed for  posting  instructions  utilizing  Form  4331. 
Document  Transmittal  Cnmmal  Investigation 
Control.  These  controls  are  ettectwe  in  all  10 
service  centers  after  they  post  to  Master  File. 
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(a)  TC  910,  911,  918,  919 — Entity  transac- 
tions on  Individual  Master  File  (IMF).  Business 
Master  File  (BMF)  and  Individual  Retirement 
Account  File  (IRAF).  TC  918  cannot  be  used  on 
IRAF. 

(b)  TC  S12.  914— IMF,  BMF  and  IRAF  tax 
module  transactions  Also.  MFT  55.  Civil 
Penalties. 

(c)  TC  915,  916,  917— IMF  tax  module 
transaction  codes 

(2)  Criminal  Investigation  transaction  codes 
are  not  valid  for  EPMF  and  NMF  accounts 
Transaction  Codes  915.  916.  9i7.  918  and  919 
must  be  input  by  Service  Center  Criminal  Inves- 
tigation Branch  employees  only. 

(3)  TC  910,  an  entity  control,  using  the  activi- 
ty of  accounts  by  certain  taxpayers  on  proba- 
tion, racketeers,  and  strike  force  subjects.  The 
TC  910  will  prevent  the  removal  of  tax  tiling  or 
payment  data  from  Master  File  to  the  retention 
register,  providing  immediate  access  to  needed 
information  Such  data  is  routinely  removed  rel- 
ative to  taxpayers  whose  'ax  modules  reflect  no 
tax  liability  (zero  balance),  no  controls,  no  un- 
settled conditions  and  no  activity  for  27  months. 
TC  910  will  permit  Criminal  Investigation  to  re- 
tain on  the  Master  File,  all  transactions  on  the 
file  when  the  TC  910  is  posted  Subsequent 
activity  will  also  be  retained.  At  the  time  a  TC 
910  posts,  a  complete  transcript  (entity  and  all 
tax  modules)  titled  lNTEL-910.  is  generated 
and  forwarded  by  the  service  center  to  the  dis- 
trict CID.  No  returns  or  other  documents  will  be 
sent  to  the  districts  since  no  unpostable  condi- 
tions will  occur  due  to  TC  910).  In  addition,  a 
quarterly  listing,  sorted  by  service  center,  dis- 
trict office  and  agent  identification  number,  will 
be  generated  and  forwarded  to  Cnminal  Investi- 
gation Division.  The  listing  will  provide  docu- 
ment locator  numbers  of  all  returns,  payments, 
etc.,  currently  posted  to  the  Master  File  relatrve 
to  modules  under  TC  910  control.  TC  910  will 
not  prevent  other  functions  from  posting 
actions  to  the  account. 

(4)  TC  911  will  reverse  TC  910.  It  will  also 
allow  the  issuance  of  Taxpayer  Delinquent  Ac- 
count (TDA's)  for  modules  in  notice  status,  sub- 
ject to  a  seven  cycle  delay  (about  7  weeks). 
When  the  control  has  been  terminated,  the 
Chief.  CIS  at  the  service  center  will  send  the 
original  Form  4135  together  with  any  onginal 
documents,  other  than  service  center  forms, 
that  may  have  been  retained  m  the  account 
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folder,  to  the  district  CI  office  which  requested 
TC  911. 

(5)  TC  912  will  reverse  TC  914.  The  district 

CID  should  request  input  of  TC  912  on  Form 
4135  and  forward  to  the  Criminal  Investigation 
Branch  at  the  service  center. 

(6)  TC  914/TC  916  will  provide  all  of  the 
controls  described  above  for  TC  910.  TC  914 
should  be  requested  primarily  for  cases  being 
initiated  in  the  district  CID.  TC  916  should  be 
initiated  by  the  service  center  on  a  questionable 
refund  investigation  and/or  false  or  fictitious 
returns.  In  addition,  TC  91^-316  will: 

(a)  Prevent  posting  of  all  original  input 
transactions  addressed  to  the  tax  modules,  ex- 
cept TC  910.  911.  912,  915  and  917.  A  tax  mod- 
ule IS  a  record  of  tax  data  for  a  taxpayer,  cover- 
ing only  one  type  of  tax  for  one  tax  penod. 

(b)  Permit  posting  of  input  transactions 
which  have  been  reviewed  and  deemed  ac- 
ceptable for  posting.  This  will  also  allow  subse- 
quent normal  processing  operations  to  pro- 
ceed. For  example,  if  a  balance  due  return  is 
permitted  to  post,  a  first  notice  to  the  taxpayer 
will  be  generated.  If  a  refund  return  is  permitted 
to  post,  a  refund  check  to  the  taxpayer  will  be 
generated  if  TC  914  is  present,  however,  a  TC 
916  will  not  allow  a  refund  check  to  be 
generated. 

(c)  Prevent  a  merge  of  modules  if  one  or 
both  modules  are  subject  to  TC  914  or  TC  916. 

(d)  Prevent  the  computerized  issuance  of 
Form  5546,  Examination  Return  Charge  Out. 
and  prevents  establishment  of  record  on  the 
AIMS  data  base  (unless  the  push/special  han- 
dling code  49  is  present). 

(e)  Prevent  the  issuance  of  Taxpayer  De- 
linquency Investigations  (TDI's)  or  the  opera- 
tion of  delinquency  check  procedures  on  the 
BMF  and  control  the  issuance  of  outputs  under 
the  operation  of  the  Information  Returns  Pro- 
cessing (IRP)  Program  and  the  IMF  delinquen- 
cy check. 

(f)  Terminate  any  further  collection  activity 
by  generating  a  TDI  recall  for  all  tax  modules  m 
TDI  notice  status. 

(g)  Terminate  any  further  collection  action 
by  preventing  subsequent  issuances  of  TDA 
notices.  If  a  tax  module  is  in  TDA  status,  the 
TDA  will  t>e  placed  in  inactive  status. 

(h)  At  the  time  of  posting,  TC  910/914/ 
916/918's  produce  a  complete  Martmsburg 
Computer  Center  transcnpt  of  the  tax  modules 
titled  INTEL-910.  INTEL-914,  INTEL-916  and 
INTEL-918. 
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Congressional  Assistance 

Question.  The  IRS  has  an  oflRce  in  the  Dirksen  Senate  Office  Building  that  assist 
private  citizens  as  well  as  Members  of  Congress  and  their  staff.  What  percentage 
of  the  individuals  provided  assistance  are  private  citizens? 

Answer.  The  IRS  does  not  track  whether  assistance  is  provided  to  private  citizens 
or  to  Members  of  Congress  and  their  staff.  We  do  track  the  total  number  of  contacts 
at  this  office.  In  1993,  there  were  2,935  contacts.  In  1994,  from  January  31  to  Feb- 
ruary 19,  there  were  504  contacts. 


PRESIDENT'S  FISCAL  YEAR  1995  BUDGET 

PROPOSAL 


THURSDAY,  FEBRUARY  10,  1994 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:13  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Jim  Sasser  (chair- 
man of  the  committee)  presiding. 

Present:  Senators  Sasser,  Simon,  Murray,  Domenici,  Grassley, 
Gramm,  Gorton,  and  Gregg. 

Staff  present:  Larry  Stein,  staff  director;  and  Jim  Klumpner, 
chief  economist. 

For  the  minority:  G.  WiUiam  Hoagland,  staff  director;  and  Peter 
Taylor,  chief  economist. 

OPENING  STATEMENT  OF  CHAIRMAN  SASSER 

Chairman  Sasser.  The  committee  will  come  to  order. 

This  morning,  the  Budget  Committee  of  the  United  States  Senate 
continues  its  hearings  on  the  President's  Fiscal  Year  1995  Budget 
Proposal. 

I  am  most  pleased  this  morning  to  welcome  the  Chairperson  of 
the  Council  of  Economic  Advisers  Laura  Tyson.  She  was  to  be 
joined  this  morning  by  a  member  of  the  Council  of  Economic  Advis- 
ers, Dr.  Alan  Blinder,  but  Dr.  Blinder  has  been  called  back  to  the 
White  House  to  advise  the  President  pursuant  to  some  consulta- 
tions with  our  friends  and  allies,  the  Japanese,  today  on  trade  mat- 
ters. 

I  believe.  Dr.  Tyson,  this  is  your  first  appearance  before  the  com- 
mittee today,  but  your  reputation  as  an  accomplished  economist 
precedes  you. 

Over  the  past  2  days,  the  committee  has  heard  from  some  of  your 
colleagues  in  the  Administration,  the  Director  of  the  Office  of  Man- 
agement and  Budget,  Mr.  Panetta,  on  Tuesday,  and  Secretary  of 
the  Treasury  Bentsen  yesterday,  and  they  were  discussing  the  pro- 
posed budget  and  the  effect  of  last  vear's  deficit  reduction  package 
on  the  fiscEd  and  economic  state  of  the  country. 

Now,  last  January,  the  Administration  came  into  office  at  a  time 
when  large  deficits  were  being  predicted.  But  thanks  to  the  actions 
of  last  summer,  we  have  put  our  fiscal  and  economic  house  in  order 
and  on  the  path  to  long-term  health. 

The  structure  we  put  in  place  is  sturdy,  and  that  is  demonstrated 
by  the  strong  economic  performance  turn  in  the  last  quarter,  eco- 
nomic growth  of  5.9  percent  in  the  last  quarter  of  1993.  Now,  I  do 
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not  think  that  those  very  impressive  numbers  are  just  a  happy  co- 
incidence. 

The  underlying  pace  and  vigor  of  the  economic  growth  has  im- 
proved significantly  over  the  past  year.  The  most  recent  survey  by 
the  National  Association  of  Business  Economists  shows  that  0  per- 
cent of  the  respondents  expect  a  return  to  recession  this  year,  and 
I  think  that  is  good  news  for  all  Americans,  regardless  of  their  po- 
litical persuasion. 

The  surge  in  the  economy  is  being  led  by  strong  investment 
spending,  and  we  can  lay  this  success  right  on  the  doorstep  of  the 
historic  deficit  reduction  plan  that  was  enacted  last  year.  With  a 
credible  attack  on  long-term  deficit  problems,  long-term  interest 
rates  would  not  have  declined  to  their  lowest  level  in  over  20  years, 
as  they  did  in  1993,  if  we  had  not  had  a  valid  attack  on  our  long- 
term  deficit  problems 

Without  a  decline  in  interest  rates,  I  do  not  think  we  would  have 
seen  the  housing  starts  that  we  have  seen.  Furthermore,  housing 
permits  and  sales  soared  in  the  fourth  quarter  by  more  than  50 
percent  annual  rate.  And  certgdnly  without  lower  interest  rates,  we 
would  not  have  seen  auto  and  light  truck  sales  jump  to  their  best 
level  in  7  years.  And  without  lower  interest  rates,  business  invest- 
ment would  not  be  standing  at  an  all-time  high.  And  without  a  de- 
cline in  interest  rates,  we  would  still  be  wallowing  in  the  economic 
doldrums. 

What  we  are  seeing  is  exactly  the  kind  of  economic  growth  that 
we  all  had  hoped  for.  It  will  boost  future  productivity  and,  in  turn, 
elevate  the  living  standard  of  all  of  our  citizens.  I  do  not  think  we 
could  ask  for  a  better  return  on  our  investment  than  that. 

I  want  to  touch  briefly  on  one  last  area.  Dr.  Tyson,  which  I  hope 
you  will  discuss  in  detail,  and  that  is  inflation.  As  far  as  I  can  see 
through  my  crystal  ball,  inflation  is  not  threatening  this  economy, 
in  spite  of  the  phantom  sightings  that  are  seen  with  regularity  by 
the  Federal  Reserve  Board. 

Inflation  is  dormant  and,  more  importantly,  there  is  no  prospect 
of  significant  inflation  on  the  horizon.  United  States  productivity 
gains  are  allowing  for  wage  gains  that  do  not  raise  labor  costs. 
Weak  economic  performance  abroad  reinforces  the  effect  of  our  pro- 
ductivity gains.  The  Japanese,  unfortunately,  are  now  in  a  reces- 
sion wMch  is  their  worst  since  the  Second  World  War.  The  Euro- 
pean economy  is  not  doing  well.  The  German  economy  is  in  a  reces- 
sion, and  the  German  economy  is  unwell.  All  European  economies 
generally  are  unwell. 

In  other  words,  we  have  a  very  healthy  economy  here  in  this 
country  that  is  growing  at  a  healthy  rate,  with  very  low  inflation 
and  low  inflation  predicted  for  the  future.  Frankly,  I  think  we 
ought  to  call  a  halt  to  this  shadow  boxing  that  is  going  on  over  at 
the  Fed  with  regard  to  inflation. 

So  let  me  welcome  you  here  this  morning.  Dr.  Tyson.  I  look  for- 
ward with  great  interest  to  your  testimony  and  your  suggestions  as 
to  how  we  can  keep  the  economy  growing. 

Let  me  turn  now  to  the  distinguished  ranking  member.  Senator 
Domenici,  for  any  comments  he  might  wish  to  make  at  this  time. 

Senator  Domenici? 
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Senator  Domenici.  Thank  you,  Mr.  Chairman. 

I,  too,  want  to  join  the  Chairman  in  welcome  you,  Dr.  Tyson,  as 
head  of  the  President's  Economic  Advisers.  I  am  sure  that  this  has 
been  an  exciting  experience  for  you  in  the  last  year  or  so.  These 
are  very  challenging  times  and  you  have  a  very  interesting  and  ex- 
citing job. 

Let  me  say  that  I  know  there  is  always  a  desire  to  lay  claim  to 
economic  events  during  one's  watch,  and  I  think  that  happens  all 
the  time.  But  I  hope  we  can  turn  today  to  what  I  think  could  be 
a  more  productive  discussion.  Let's  talk  about  what  is  responsible, 
what  factors  are  important,  so  that  we  can  keep  the  record  as 
straight  as  possible  on  what  has  been  going  on. 

For  example,  what  is  the  length  of  the  current  business  cycle  ex- 
pansion, and  what  are  the  factors  that  have  been  driving  it  along? 
I  believe  the  important  components  of  this  expansion  include 
household  and  business  baleuice  sheets  that  have  been  improving 
since  the  expansion  began,  declining  interest  rates  since  1990.  For 
example,  10-year  Treasury  rates  averaged  8.6  percent  in  1990. 
They  were  6.6  percent  in  January  of  1993,  which  is  a  rather  pre- 
cipitous decline,  and  they  are  now  6  percent  today,  2-full  percent 
from  1990  to  January  of  1993,  and  then  .6  percent  since. 

Declining  inflation  goes  all  the  way  back  to  1980,  when  inflation 
peaked  at  12  percent  or  so.  We  have  seen,  although  not  steady,  a 
rather  dramatic  decline  in  inflation  since  that  point  in  time. 

I  believe  that,  whether  policy-makers  like  it  or  not — and  we  are 
policy-makers  and  you  are  part  of  the  implementation  of  policy — 
I  believe  that  policy-makers,  like  it  or  not,  should  admit  that  the 
business  cycle  can  exert  a  significant  force  on  the  short-term  direc- 
tion of  the  economy.  I  am  sure  that,  while  I  do  not  find  it  in  your 
testimony  for  today,  in  your  academic  writings  and  when  you  have 
taught,  you  also  would  have  made  the  statement  that  the  business 
cycle  can  exert  a  significant  force  on  the  short-term  direction  of  the 
economy. 

The  country  has  been  fortunate,  and  the  President,  in  particular, 
to  inherit  an  economy  on  the  upside  of  a  business  cycle.  I  really  do 
not  believe  any  economists  would  doubt  that.  It  was  on  the  upside 
of  a  business  cycle  that  all  of  the  issues  last  year  took  place,  and 
I  sincerely  hope  that  we  can  keep  this  business  cycle  going. 

Maybe  we  have  ruled  a  business  downtown  out.  Interestingly 
enough,  I  think  I  might  have  said  that  before,  things  were  so  good 
at  one  point  and  the  recovery  lasted  so  long.  On  one  occasion  since 
I  was  here,  I  believe  I  said  right  in  this  room,  maybe  we  have  niled 
out  the  business  cycle.  But  I  do  not  think  we  have. 

So  let  me  put  a  couple  of  cautionary  notes  in  the  record  here. 
Economic  growth,  as  we  all  must  know,  is  not  a  certainty.  If  we 
knew  how  to  make  it  certain,  I  assure  you  that  the  American  peo- 
ple would  be  forever  in  our  debt. 

The  average  peacetime  expansion  has  lasted  14  quarters.  Now 
that  is  using  the  economists*  definition  of  an  expansion.  Fourteen 
quarters  is  3^2  years.  Actually,  it  is  only  11  quarters,  if  we  remove 
the  rather  lengthy  expansion  of  the  1980*s.  For  those  who  speak  of 
the  1980's  as  being  so  bad,  if  you  t£ike  out  that  rather  lengthy  ex- 
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pansion,  the  rest  of  the  time  the  expansions  have  lasted  11  quar- 
ters. 

This  current  expansion  is  in  the  12th  quarter  now,  and  perhaps 
you  might  want  to  address  that.  Maybe  you  want  to  qualify  this 
12-quarter  expansion,  but  I  think  by  your  economic  definitions,  we 
are  in  the  12th  quarter.  The  deficit  has  indeed  come  down,  blessed 
with  this  current  recovery,  and  adding  to  that  the  major  tax  in- 
creases which  account  for  about  $45  to  $50  billion  of  the  deficit  re- 
duction. Also,  the  S&L  bailout  essentially  is  finished,  and  the 
amount  we  expect  to  spend  is  dramatically  less,  maybe  $28  billion 
less.  So  the  deficit  is  expected  to  decline  in  1995,  as  you  state  in 
your  report  to  us. 

Unfortunately,  on  the  deficit  side,  that  is  as  good  as  it  gets.  What 
we  considered  to  be  deficits  as  critical  levels  in  1990 — a  deficit  of 
$170  billion  motivated  the  summit  in  1990 — are  now  considered,  as 
I  review  the  trend  lines,  as  rather  acceptable,  because  the  approxi- 
mately $170  billion  deficit  in  1995  is  the  lowest  point  we  will  get 
for  many  years  to  come. 

The  Congressional  Budget  Office  does  10-year  projections,  and 
you  all  do  not.  I  would  just  call  to  everyone's  attention  the  deficit 
will  get  back  up  to  $365  billion,  according  to  the  Congressional 
Budget  Office  estimates.  All  of  these  estimates  assume,  I  might 
say,  a  relatively  strong  economic  expansion,  unending,  not  for  14 
quarters,  but  for  40  quarters. 

Now,  I  just  want  to  add  one  footnote:  With  CBO's  help,  I  believe 
we  have  now  this  week  disposed  of  one  deficit  reduction  issue.  The 
President  has  been  telling  us  that  his  health  care  reform  wiU  re- 
duce the  deficit.  Since  you  only  do  budgets  for  5  years,  let's  just 
stick  to  5  years  for  now.  Actually,  the  deficits  will  be  $133  billion 
higher.  CBO  claims  it  will  go  up  $133  billion  in  that  time  frame, 
because  of  the  increased  costs  of  health  care. 

So  I  think  we  have  some  real  concern  and  some  work  to  do.  We 
are  all  proud  of  the  recovery.  We  are  pleased  that  it  is  happening. 
We  wish  it  created  more  jobs,  but  I  think  some  of  us  understand 
there  may  not  be  an  exact  correlation  for  some  time  to  come  be- 
tween GDP  growth  and  new  jobs,  and  that  might  be  an  interesting 
thing  to  ask  for  your  observations  on. 

Thank  you  very  much,  Mr.  Chairman.  It  is  good  to  have  you  with 
us,  and  I  hope  we  have  an  interesting  morning. 

Chairman  Sasser.  Dr.  Tyson,  we  would  be  pleased  to  hear  your 
testimony. 

STATEMENT  OF  LAURA  D'ANDREA  TYSON,  CHAIRPERSON, 
COUNCIL  OF  ECONOMIC  ADVISERS 

Dr.  Tyson.  Thank  you,  Mr.  Chairman. 

I  will  give  a  statement  which  is  an  abbreviated  version  of  the  tes- 
timony which  I  ask  to  be  included  in  the  written  record. 

Thank  you  for  the  opportunity,  Mr.  Chairman,  to  testify  before 
the  committee  and  for  the  interesting  questions  raised  by  Senator 
Domenici  for  today's  discussion. 

I  am  here  to  discuss  the  current  economic  situation  and  the  eco- 
nomic assumptions  on  which  the  Clinton  administration's  budget 
for  fiscal  year  1995  is  based,  and  to  highlight  some  of  the  main  fea- 
tures of  the  budget. 
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I  want  to  begin  by  recalling  where  the  economy  was  a  year  ago 
when  the  President  first  proposed  a  multi-year  deficit  reduction 
program,  of  which  the  1995  budget  is  a  major  part. 

At  this  time  last  year,  it  is  true  that  the  economy  was  technically 
in  an  economic  recovery  dated  fi*om  March  of  1991.  However,  the 
economy  did  confront  a  series  of  both  short-term  and  long-term  eco- 
nomic difficulties.  The  recovery  was  largely  a  jobless  recovery,  it 
was  as  stop-and-go  or  seesaw  recovery  that  carried  considerable 
down-side  risks.  The  recovery  was  sub-p£ir.  The  economy  since  the 
spring  of  1991,  when  the  recession  formally  ended,  was  growing  at 
less  than  one-half  the  growth  rate  characteristic  of  previous  periods 
of  recovery  after  a  recession. 

Throughout  1992,  the  unemployment  rate  remained  above  7  per- 
cent, and  at  year-end  more  than  9  million  Americans  were  out  of 
work.  This  short-term  problem  of  a  sub-par  and  seesaw  economic 
recovery  was  superimposed  on  two  longer-term  problems.  The  first 
was  the  problem  of  the  growing  Federal  budget  deficit  and  Federal 
debt. 

Our  projections  at  the  time  indicated  that  even  if  the  pace  of  the 
recovery  were  to  pick  up  to  normal,  it  would  be  choked  off  by  grow- 
ing structural  deficits  and  looming  borrowing  needs,  forcing  up 
long-term  interest  rates,  which  would  derail  private  spending.  In 
short,  our  recovery  was  not  a  sustainable  one.  The  economy  was 
not  on  a  sustainable  path.  The  foundation  of  the  recovery,  which 
was  itself  a  sub-par  recovery,  was  a  cracked  foundation  and  threat- 
ened to  give  way  to  the  shock  of  escalating  budget  deficits. 

A  second  long-term  problem  also  was  confi-onting  the  economy 
and  had  been  confronting  the  economy  for  a  long  time,  and  that  is 
slow  productivity  growth,  which  translated  into  essentially  stag- 
nant incomes  for  many  Americans  and  falling  incomes  for  those  at 
the  bottom  of  income  distribution. 

Slow  productivity  growth  resulted  in  falling  real  wages,  dis- 
appointing growth  in  labor  compensation  and  virtual  stagnation  in 
family  incomes.  For  many  worlang  people  at  the  bottom  of  the  in- 
come distribution,  because  of  falhng  incomes,  after-tax  incomes 
barely  exceeded  the  income  provided  by  welfare.  That  was  the  situ- 
ation a  year  ago. 

Where  are  we  now?  It  seems  clear  fi"om  recent  economic  data 
that  the  economy  is  now  on  a  sustainable  expansionary  path.  Out- 
put is  increasing,  emplo5rment  is  rising,  and  the  manufacturing  sec- 
tor is  showing  signs  of  strength.  These  improvements  have  come 
primarily  in  a  variety  of  interest-sensitive  areas  of  spending:  busi- 
ness investment,  consumer  durables,  and  residential  construction. 
This  is  shown  in  Table  2i  in  the  attachment  to  my  written  testi- 
mony. 

These  parts  of  spending  have  stimulated  and  reinforced  growth 
in  other  parts  of  the  economy.  Consumer  confidence  has  picked  up 
since  the  middle  of  last  year,  employment  has  increased  just  about 
2  million  jobs  over  the  past  12  months,  and  inflation  remains  low. 
Real  economic  growth  in  1993  at  2.9  percent  was  the  best  perform- 
ance in  5  years. 

1  See  p.  303. 
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We  believe  that  the  CHnton  administration's  deficit  reduction 
plan  first  announced  to  Congress  last  February  was  a  major  factor 
behind  the  dramatic  change  in  the  economy's  fortunes  during  the 
last  year. 

The  key  to  the  change  in  fortunes,  as  I  indicated,  was  the  dra- 
matic decline  in  long-term  interest  rates,  which  fell  about  100  basis 
points  between  November  of  1992  and  December  31  of  1993.  The 
evidence  indicates  that  this  decline  in  long-term  interest  rates  dur- 
ing that  period  of  time  was  the  result  of  the  response  of  financial 
markets  to  our  deficit  reduction  program. 

I  want  to  point  out  that,  in  the  recent  words  used  by  Alan  Green- 
span, who  said  the  actions  taken  to  reduce  the  deficit  last  year 
were  instrumental  in  creating  the  basis  for  declining  inflationary 
expectations  and  for  easing  pressure  on  long-term  rates. 

I  also  want  to  point  out  that  attached  to  the  testimony  is  what 
you  might  call  an  event  analysis,  which  demonstrates  one  way  of 
trying  to  show  the  extent  to  which  the  developments  in  long-term 
interest  rates  over  the  period  of  time  from  the  election  to  the  end 
of  1993  were  indeed  driven  by  financial  market  expectations  that 
there  would  be  a  serious  deficit  reduction  program,  and  that  it 
would  be  passed. 

And  if  you  look  at  the  ups  and  downs  of  rates  in  that  year,  you 
can  see  they  were  very  responsive  to,  yes,  there  will  be  a  plan, 
maybe  the  plan  will  not  be  passed,  yes,  the  plan  will  be  passed, 
yes,  the  plan  is  passed.  And  at  each  time  as  the  process  for  getting 
serious  deficit  reduction  improved,  the  market  in  fact  responded.  So 
we  believe  that  it  was  the  deficit  reduction  plan  and  its  credibility 
which  was  a  major  contributor  to  the  fall  of  long-term  rates,  and 
that  in  turn  was  a  major  contributor  to  the  growth  in  the  interest- 
sensitive  parts  of  spending,  which  were  the  force  behind  expansion 
in  1993. 

Now,  the  key  to  the  interest  rate  decline  was  the  credibility  of 
the  plan,  and  I  want  to  emphasize  that  word.  There  are  several 
things  which  contributed  to  the  credibility  of  the  plan.  One  was 
there  have  been  all  along,  and  they  are  obvious  in  this  fiscal  year 
1995  budget,  specific  spending  cuts.  There  were  no  gimmicks  in 
this  plan.  The  cuts  were  there  for  all  to  see.  So  were  the  permanent 
increases  in  revenues  there  for  all  to  see.  They  were  not  exactly  as 
characterized  by  some.  They  were  very  much  limited  to  the  upper- 
end  of  the  income  distribution,  but  they  were  permanent  increases 
in  revenues,  meaning  that  they  would  continue  beyond  the  budget 
window  and  make  a  permanent  contribution  to  keeping  the  deficit 
on  a  sustainable  course. 

The  deficit  reduction  program  was  also  credible  because  of  the 
spending  caps.  The  caps  on  nominal  discretionary  spending  are 
very  important,  they  are  measurable,  they  are  enforceable.  People 
can  see  that  over  a  5-year  period  real  discretionary  spending  will 
go  down  by  $221  billion  or  a  decline  of  12  percent  in  real  terms. 

Finally,  the  deficit  reduction  program  has  been  credible  because 
of  the  credibility  of  the  forecast.  Now  I  want  to  turn  to  the  fore- 
casts, because  we  tried  last  year  to  do  a  forecast  which  we  believe 
was  as  credible  one,  and  we  have  tried  again.  And  since  we  believe 
that  a  critical  part  of  making  deficit  reduction  work  is  to  have  a 
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credible  package,  and  in  turn  a  credible  package  depends  upon  a 
credible  forecast,  we  have  done  a  lot  of  work  to  l^  credible. 

We  believe  it  is  better  in  the  area  of  forecasting  from  an  eco- 
nomic policy  point  of  view  if  the  economy  out-performs  our  forecast, 
than  if  it  under-performs  our  forecast,  and  that  has  been  an  impor- 
tant consideration  when  we  have  made  our  forecasts. 

We  do  not  beUeve  the  forecasts  are  unduly  optimistic.  Our  fore- 
casts are  very  similar  to  the  CBO  forecasts,  they  are  very  similar 
to  the  Blue  Chip  consensus  forecasts.  They  are  very  similar  to  the 
forecasts  of  all  leading  private  sector  agencies  who  regularly  make 
forecasts  of  the  United  States  economy. 

All  of  these  forecasts,  whether  ours,  the  private  sector  forecast  or 
the  CBO  forecast,  call  for  the  same  thing.  They  call  for  moderate 
real  growth  in  the  overall  economy,  they  call  for  a  declining  unem- 
ployment rate,  they  call  for  continued  low  inflation,  and  they  call 
for  fairly  stable  long-term  interest  rates. 

Now  I  might  add,  just  as  a  parenthetical  here  to  some  of  the 
questions  that  Senator  Domenici  raised  in  his  statement,  one  of  the 
things  that  might  be  true  here — and  this  has  also  been  pointed  out 
by  Alan  Greenspan — ^is  that  we  may  very  well  be,  there  are  a  num- 
ber of  indicators  that  suggest  the  United  States  economy  is,  in  a 
moment  of  substantial  balance  here,  where,  many  of  the  long-term 
trends  look  much  better  than  they  have  looked  for  20  or  30  years. 

So  in  thinking  about  what  the  historical  average  is  of  the  behav- 
ior of  QTcUcality  in  the  economy,  I  think  you  have  to  look  at  some 
of  the  indicators — and  we  could  talk  about  them  later — suggesting 
that  the  economy  may  be  in  a  much  better  position  right  now  than 
it  has  been  in  a  very  long  time,  and  that  is  one  of  the  arguments 
for  the  possibihty  of  a  sustained  expansion. 

Now  to  go  to  the  details  of  our  forecast,  which  are  included  in 
the  testimony  as  Table  li ,  we  forecast  real  economic  growth  in  the 
range  of  3  percent  in  1994-— incidentally,  we  show  the  CBO  forecast 
for  comparison  in  this  table — the  growth  of  3  percent  in  1994 
tapers  off  shghtly  to  2.7  percent  in  1995,  2.6  percent  in  1998.  Basi- 
cally, we  are  saying  in  a  sustained  expansion  for  a  while,  when 
there  are  under-utihzed  resources  in  the  economy,  you  can  grow 
faster  than  long-term  trend,  and  then  you  gradually  go  down  to 
long-term  trend.  So  that  is  essentially  the  kind  of  forecast  we  have 
here. 

Consumer  price  index  inflation,  as  I  indicated,  is  likely  to  remain 
tame.  Our  forecast  for  the  CPI  is  a  growth  of  3  percent  in  1994, 
gradually  increasing  to  a  3.4  percent  annual  rate  by  1998.  The  ci- 
vilian unemplojrment  rate  measured  on  the  old  survey  basis — 
which  is  the  only  one  we  can  forecast  right  now — we  forecast  an 
average  6.3  percent  in  1994,  dropping  over  time  to  a  5.5  percent 
average  in  1998. 

Regarding  interest  rates,  we  forecast  that  long-term  interest 
rates  wiU  remain  just  about  at  the  levels  they  were  when  we  made 
the  forecasts  last  month  in  January.  We  forecast  short-term  inter- 
est rates,  that  is  the  3-month  Treasury  bill  rate,  to  increase  some- 
what over  the  5-year  budget  window,  as  the  economy  strengthens 
and  moves  closer  to  capacity.  That  would  be  again  consistent  with 
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historical  behavior.  And  in  a  long-term  period  of  expansion,  the  de- 
mand for  short;- term  funds  does  increase,  and  there  is  associated 
with  that  an  increase  short-term  end  of  the  market.  Our  forecasts 
see  the  3-month  Treasury  bill  rate  averaging  3.4  percent  for  all  of 
1994,  going  up  to  3.8  percent  in  1995. 

Based  on  these  economic  assumptions,  which  we  believe  to  be 
credible,  the  fiscal  year  1995  budget  we  have  proposed  shows  that 
the  economy  is  on  course  for  continuing  dramatic  improvements  in 
the  deficit  and  debt  situation,  reversing  the  unsustainable  and 
unhealthy  trends  which  characterized  the  economy  between  1980 
and  1992. 

The  1995  deficit,  as  I  am  sure  you  have  all  heard  by  now,  is  40 
percent  below  our  initial  projections.  We  have  it  down  to  $176  bil- 
lion in  1995,  compared  to  a  projected  $302  billion.  This  would  be 
3  years  of  consecutive  declines  in  the  deficit,  for  the  first  time  since 
Harry  Truman  was  in  office. 

Now  let  me  talk  a  little  bit  about  the  deficit  and  the  debt  relative 
to  the  size  of  the  economy,  because  economists  tend  to  look  at  these 
issues  not  in  terms  of  their  absolute  dollar  magnitude,  but  relative 
to  the  size  of  the  economy.  The  economy  is  growing  over  time,  and 
one  should  look  at  the  deficit  and  the  debt  as  they  compare  to  the 
growth  in  the  economy. 

Indeed,  what  I  had  mentioned  before,  what  was  disturbing  in  our 
projections  last  year  was  when  we  looked  out,  we  saw  a  growing 
economy  and  a  growing  deficit  to  GDP  ratio.  That  is  exactly  the 
wrong  combination.  You  would  expect  that  if  the  economy  is 
healthy  in  its  fiscal  situation,  a  growing  economy  should  be  associ- 
ated with  a  declining  deficit  to  GDP  ratio,  and  that  is  really  what 
we  now  see  in  the  numbers  as  a  result  of  the  deficit  reduction  plan. 

From  1989  to  1992,  the  deficit  to  GDP  ratio  increased  fi-om  2.9 
percent  to  4.9  percent.  But  now  that  the  deficit  is  on  a  declining 
course  relative  to  GDP,  from  the  4.9  percent  in  1992,  it  is  slated 
to  fall  to  only  2.5  percent  in  1995  and  2.3  percent  in  1996.  These 
are  the  lowest  levels  of  deficit  to  GDP  ratio  that  we  have  seen  since 
1979,  and  they  persist  through  the  1999  budget  window. 

Another  way  to  measure  the  fiscal  effect  of  the  deficit  reduction 
plan  is  to  examine  the  trend  of  public  debt  to  GDP.  In  1981,  Fed- 
eral debt  held  by  the  public  equalled  26.5  percent  of  GDP.  Over  the 
next  12  years,  this  figure  increased  dramatically.  It  nearly  doubled 
and  hit  52.3  percent  in  1994. 

What  we  have  done  is  reversed  this  increasing  trend.  The  rel- 
ative level  of  Federal  debt  held  by  the  public  relative  to  the  size 
of  the  economy  will  begin  to  decrease  over  the  next  several  years. 
It  is  the  reversal  of  this  trend  which  is  very  important. 

Now  let  me  just  talk  a  little  bit  about  the  shifts  in  spending  or 
the  shifts  in  the  composition  of  the  budget  which  are  also  an  impor- 
tant part  of  our  program.  The  1995  budget  was,  in  fact,  quite  dif- 
ficult to  construct.  It  was  the  first  time  that  discretionary  caps 
really  began  to  constrain  the  activities  of  various  agencies. 

Agency  heads  came  to  realize  that  increased  spending  in  any  one 
program  was  going  to  require  that  cuts  in  other  programs  had  to 
be  made.  This  has  not  been  a  particularly  pleasant  experience  for 
an  agency  head  and  will  only  get  more  difficult  in  future  years.  But 
it  is  absolutely  essential  to  reorient  Federal  spending  priorities. 
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If  you  think  about  the  objective  of  deficit  reduction,  the  objective 
of  deficit  reduction  is  to  make  capital  more  available  to  the  private 
sector,  to  increase  investment,  to  build  future  productivity  and  fu- 
ture income  growth. 

But  if  your  eye  is  on  the  target  of  productivity  growth,  you  want 
to  think  about  what  you  can  do  within  the  context  of  Federal  Gov- 
ernment spending  that  also  enhances  productivity  growth,  and  that 
means  changing  the  composition  of  what  the  government  spends  its 
money  on,  towards  those  things  which  have  been  demonstrated  to 
actually  contribute  to  private  sector  productivity,  to  complement 
the  private  sector's  efforts  to  build  productivity. 

Those  things  in  the  Federal  budget  are  infrastructure  programs, 
education  and  training  programs,  and  technology  research  and  de- 
velopment programs.  So  what  we  are  asking  for  in  this  budget  is 
a  shift  in  spending  priorities,  which  we  began  to  ask  for  last  year, 
towards  those  programs  which  we  believe  can  really  help  contrib- 
ute to  solving  our  long-run  problem.  Remember,  I  said  our  long-run 
problem  was  slow  productivity  growth,  combined  with  stagnant  in- 
comes and  growing  disparity  between  the  top  and  the  bottom,  and 
particularly  the  absolute  decline  in  income  at  the  bottom. 

We  believe  that  those  long-term  trends  can  be  reversed  only  with 
an  increase  in  private  investment,  which  comes  from  reducing  Fed- 
eral Government  borrowing  needs,  and  also  an  increase  in  public 
investment  in  infrastructure,  training  and  education  and  tech- 
nology. So  we  have  asked  for  increases  in  all  of  those  areas  next 
year,  and  we  have  offset  those  increases,  more  than  offset  those  in- 
creases, by  cuts  elsewhere,  so  that  we  stay  within  the  spending 
caps,  bring  the  deficit  down,  and  at  the  same  time  reorient  govern- 
ment spending  to  the  future. 

Let  me  just  say  two  final  things  about  budgetary  issues  here  in 
terms  of  the  composition  of  government  spending.  It  is  clearly  the 
case,  as  we  have  said  again  and  again,  that  by  the  end  of  this  cen- 
tury and  moving  into  the  next  centiiry,  in  order  to  deal  with  the 
problem  of  the  Federal  deficit  once  and  for  all,  we  are  going  to  have 
to  get  health  care  spending  under  control. 

We  believe  that  requires  full-fledged  health  care  reform,  that  any 
arbitrary  attempt  to  slow  down  the  Federal  programs,  without 
health  care  reform,  will  simply  shift  the  burden  of  those  programs 
into  the  private  sector.  So  meaningful  health  care  reform  is  essen- 
tial both  to  provide  universal  coverage  to  all  Americans,  but  also 
to  deal  with  the  long-run  deficit  problem. 

We  also  will  be  coming  forward  this  spring  with  a  welfare  reform 
proposal.  We  already  believe  that  one  part  is  in  place  £uid  that  an- 
other part  is  of  health  care  reform.  The  part  that  is  in  place,  of 
course,  is  the  substantial  expansion  of  the  EITC  contained  in 
OBRA  1993,  which,  combined  with  our  other  revenue  measures, 
has  given,  according  to  the  CBO,  the  most  progressive  tax  system 
in  the  United  States  in  the  last  17  years. 

The  EITC  is  part  of  our  welfare  reform  proposal.  Remember,  I 
said  for  many  too  many  working  Americans,  the  choice  of  work  or 
welfare  was  a  choice  which  suggested  that  welfare  was  a  better 
paying  activity  than  work,  and  we  needed  to  change  that  and  the 
expanded  EITC  does  that. 
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The  second  step  in  welfare  reform  is  health  care  reform,  and  so 
we  believe  that  to  go  forward  with  welfare  reform,  you  must  go  for- 
ward with  health  care  reform,  as  well.  Finally,  we  will  be  coming 
forward  with  a  specific  proposal  on  welfare  to  deal  with  training 
and  moving  people  off  of  welfare  and  into  productive  employment. 

Let  me  just  conclude  by  reiterating  the  main  points  of  the  testi- 
mony. We  believe  we  have  credible  forecasts.  They  make  clear  what 
we  believe  to  be  the  case,  that  the  economy  is  in  a  sustainable  ex- 
pansion phase,  with  low  inflation  and  significant  job  growth.  The 
1995  fiscal  budget  is  itself  a  credible  one.  It  is  one  more  step  on 
the  road  to  fiscal  responsibility.  It  is  a  step  which  also  involves  the 
necessary  beneficial  reorientation  of  government  spending  pro- 
grams towards  investment. 

This  concludes  my  testimony,  and  I  look  forward  to  discussing 
the  economy  and  other  issues,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Dr.  Tyson. 

[The  prepared  statement  of  Dr.  Tyson  follows:] 
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Remarks  by  Laura  D'Andrea  Tyson 

Chair  of  the  Council  of  Economic  Advisers 

before  the  Committee  on  the  Budget 

U.S.  Senate 

Thursday,  February  10,  1994 

Mr.  Chairman,  before  I  get  started,  I  want  to  thank  you  and  the  Committee  for  the 
opportunity  to  testify  today. 

Just  about  1  year  ago,  President  Clinton  proposed  a  multi-faceted  economic  plan  to 
reverse  the  growth  of  the  Federal  budget  deficits  and  to  redirect  private  and  public  sector 
spending  toward  productivity-enhancing  investment. 

With  the  support  of  Congress,  the  economic  plan  proposed  last  year  became  the  basis 
for  OBRA  1993,  the  largest  deficit  reduction  plan  in  our  Nation's  history.   This  plan 
strengthened  the  Budget  Enforcement  Act  and  extended  the  discretionary  spending  caps 
through  1998.   It  proposed  specific  spending  cuts  in  a  wide  variety  of  both  discretionary  and 
mandatory  programs.   Approximately  one-half  of  the  total  estimated  deficit  reduction  is 
attributable  to  savings  on  the  spending  side  of  the  Federal  budget.   The  remainder  comes 
from  additional  revenues.   Over  80  percent  of  the  tax  increases  contained  in  OBRA  1993  are 
borne  by  those  with  annual  incomes  over  $200,000.   In  fact,  the  income  tax  rate  increases 
contained  in  OBRA  1993  apply  only  to  the  1.2  percent  of  households  with  the  highest 
incomes.   For  those  workers  at  the  bottom  of  the  income  scale,  OBRA  1993  substantially 
increased  the  earned  income  tax  credit  (EITC).   The  result  of  these  changes  is  a  tax  system 
that  is  more  progressive  than  at  any  time  since  1977. 

The  Situation  in  February  1993 

Let  us  recall  where  the  economy  was  last  year,  when  the  President's  economic  plan 
was  proposed.   The  recovery  had  a  stop  and  go  feel  to  it.   Throughout  1992,  the 
unemployment  rate  remained  above  7  percent.   Too  few  jobs  were  being  created,  and  there 
was  great  uncertainty  about  the  pace  of  economic  expansion. 

Federal  budget  deficits  were  large  and  growing,  apparently  on  an  unsustainable  path. 
Large  amounts  of  Federal  borrowing  throughout  the  1980s  led  to  a  legacy  of  debt, 
transforming  the  United  States  from  a  net  lender  to  the  largest  debtor  nation  in  the  world. 
High  levels  of  Federal  borrowing  led  to  real  long-term  interest  rates  that  were  very  high  by 
historical  standards.   These  high  interest  rates  discouraged  businesses  from  making 
productivity-enhancing  investments. 

As  the  Administration  took  office,  the  economy's  long-term  prospects  looked  quite 
poor.  Labor  productivity  growth  had  tailed  off  to  an  anemic  0.9  percent  per  year  over  the 
1973-92  period.  The  Federal  Government,  by  running  large  budget  deficits,  made  it  more 
difficult  for  the  private  sector  to  invest  for  future  prosperity.   Measures  of  the  quality  and 
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quantity  of  public  infrastructure  suggested  that  the  United  States  was  also  under-investing  in 
public  capital.    Millions  of  Americans  were  functionally  illiterate  and,  on  international  test 
scores,  American  school  children  suffered  in  comparison  to  their  foreign  counterparts  in 
mathematics  ar.  i  science  education.   On  top  of  this,  a  rising  chorus  of  isolationist  sentiment 
called  for  America  to  turn  its  back  on  international  trade  agreements  intended  to  open  up 
world  markets  for  our  goods  and  services. 

The  trends  were  worst  for  low-income  families.   The  1 980s  saw  a  dramatic  widening 
in  the  inequality  of  earnings.   From  1977-1990,  the  share  of  national  income  received  by  the 
5  percent  of  the  population  with  the  highest  incomes  rose  from  18.6  percent  to  24.5  percent. 
In  contrast,  the  share  of  national  income  received  by  the  poorest  20  percent  of  the  population 
fell  from  5.7  percent  to  4.3  percent.   A  widening  of  the  wage  distribution  caused  much  of  this 
increase  in  inequality.   Wages  for  those  at  the  top  of  the  income  distribution  significantly  rose 
in  real  terms,  while  wages  for  those  at  the  bottom  of  the  income  distribution  actually  fell  in 
real  terms.   Wages  for  those  in  the  middle  60  percent  of  the  income  distribution  were 
virtually  stagnant.   Workers  with  little  education  or  job  skills  were  falling  further  and  further 
behind.   Many  low-income  families  with  children  justifiably  felt  that  work  did  not  pay  since 
after-tax  compensation  from  working  often  barely  exceeded  the  potential  benefits  that  could 
be  claimed  through  the  welfare  system. 

The  Situation  Today 

In  February  1994,  the  economy  is  poised  for  a  sustained  expansion.    Real  gross 
domestic  product  (GDP)  grew  by  2.8  percent  last  year,  with  the  second  half  of  1993  turning 
in  a  much  stronger  performance  than  the  first  half   In  fact,  the  economic  growth  in  the  fourth 
quarter  of  1993  was  the  strongest  in  6  years.   Long-term  interest  rates  have  declined  by  a  full 
percentage  point  since  Election  Day  in  November  1992,  and  the  interest-sensitive  components 
of  the  economy  have  robustly  responded  to  this  decline.   Overall,  these  interest-sensitive 
components  of  spending  accounted  for  the  lion's  share  of  economic  growth  in  1993.   Housing 
starts  rose  25  percent  from  July  to  December  1993,  producer  durable  investment  increased  by 
over  18  percent  from  the  fourth  quarter  of  1992  to  the  fourth  quarter  of  1993,  and  consumers 
are  purchasing  more  in  the  way  of  durable  goods.   Consumer  confidence  has  been  improving 
since  the  middle  of  1993.   All  these  are  positive  signs. 

Inflation  figures  for  1993  indicate  that  price  increases  have  moderated.   The  consumer 
price  index  (CPI)  increased  a  scant  2.7  percent  in  over  1993,  the  smallest  increase  since  1986. 
The  core  CPI  (excluding  the  volatile  food  and  energy  components)  was  3.2  percent,  the 
smallest  increase  since  1972.   And  the  implicit  GDP  price  deflator  increased  at  a  rate  of  2.2 
percent,  the  smallest  increase  since  the  Johnson  Administration. 

The  decline  in  long-term  interest  rates  since  January  1993  has  tracked  very  closely  the 
fortunes  of  the  Administration's  economic  plan.   This  is  evidence  that  the  fmancial  markets 
view  the  deficit  reduction  proposals  as  substantial  and  credible.   The  credibility  of  our  deficit 
reduction  plan  rests  on  four  general  premises.    First,  discretionary  spending  is  fixed  in 
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nominal  terms,  an  objective  test  that  is  hard  to  evade  by  budget  gimmickry.   Second,  specific 
spending  cuts  are  proposed,  showing  that  it  is  indeed  possible  to  achieve  the  spending  targets 
in  the  proposal.   Some  of  these  proposed  spending  cuts  take  on  budgetary  sacred  cows, 
demonstrating  the  Clinton  Administration's  commitment  to  reduced  spending,  regardless  of 
past  treatment  of  programs.   Third,  the  revenues  raised  generally  are  permanent  and  real. 
There  is  little  in  the  revenue  raising  component  of  the  President's  economic  plan  that  simply 
accelerates  revenues  into  the  budget  window  or  that  pairs  temporary  (e.g.,  5  year)  revenues 
with  permanent  spending  programs.   Fourth,  the  economic  forecasts  on  which  the  economic 
plan  is  based  are  credible.   All  four  premises  are  important  in  convincing  the  financial 
markets  that  the  Federal  Government  will  become  a  smaller  player  in  the  debt  markets  of  the 
future.   This  realization  helps  reduce  the  long-tenn  cost  of  borrowing  for  all  market 
participants. 

In  terms  that  are  important  to  most  Americans— jobs— the  economy  enters  1994  in  a 
much  improved  position  from  that  at  the  start  of  1993.   During  the  past  year,  payroll 
employment  increased  at  a  rate  of  over  160,000  jobs  per  month,  nearly  2  million  jobs  in  all. 
This  is  1/4  of  the  way  toward  the  Administration's  goal  of  creating  8  million  jobs  in  4  years. 
After  1  year,  private  employment  growth  has  exceeded  the  total  for  the  entire  tenure  of  the 
previous  Administration.   Moreover,  the  Council  anticipates  more  than  2  million  jobs  being 
created  in  1994,  keeping  the  economy  on  track  to  meet  the  job  creation  goal. 

It  is  true  that  most  of  the  jobs  created  in  1993  are  in  the  service  sector.   However,  it 
does  not  follow  that  all  of  these  are  "bad  jobs".   For  example,  at  the  start  of  1994,  there  are 
almost  200,000  more  construction  workers  than  at  the  beginning  of  1993  and  almost  400,000 
more  retail  workers.   Household  surveys  indicate  1  million  more  workers  in  managerial  and 
professional  specialty  positions  over  the  same  period.   And  with  the  factory  workweek  and 
overtime  at  postwar  record  high  levels,  there  is  plenty  of  reason  to  expect  that  many  of  the 
jobs  created  in  1994  will  be  in  the  manufacturing  sector. 

The  Adiministration's  Economic  Forecast 

The  Administration  has  been  very  concerned  to  keep  its  forecasts  of  key  economic 
variables  responsible  and  credible.   Although  practicing  the  art  of  forecasting  economic 
performance  is  certainly  a  way  to  keep  one  humble,  it  is  easier  to  adjust  economic  policy  to 
situations  in  which  the  economy  outperforms  the  forecasts  than  to  situations  in  which  the 
forecast  outperforms  the  economy.   And  our  forecasts  are  not  unduly  optimistic.   Indeed,  they 
are  very  similar  to  forecasts  produced  by  the  Congressional  Budget  Office,  the  Blue  Chip 
consensus  forecast,  and  leading  private  sector  forecasters.   All  of  these  forecasts  call  for 
moderate  real  growth  in  the  overall  economy,  declining  unemployment  rates,  low  inflation, 
and  fairly  stable  long-term  interest  rates. 

As  shown  in  Table  1,  the  Administration  forecasts  real  economic  growth  of  3.0 
percent  in  1994,  tapering  off  slightly  to  2.7  percent  in  1995,  and  to  2.6  percent  in  1998. 
Inflation,  as  measured  by  the  CFI,  is  forecast  to  be  3.0  percent  in  1994,  gradually  increasing 
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to  3.4  percent  in  1998.   The  civilian  unemployment  rate  is  forecast  to  average  6.3  percent  in 
1994,  dropping  over  time  to  an  average  of  5.5  percent  in  1998. 

There  are  two  things  to  note  about  the  forecasts  of  the  unemployment  rate.   First,  this 
measure  uses  the  old  definition  of  the  unemployment  rate,  computed  using  a  survey  method 
used  by  the  Census  Bureau  until  1994.   The  new  measure  of  unemployment  is  expected  to  be 
somewhat  higher  than  the  old  rate,  probably  0.3  -  0.9  percentage  points  higher  on  average  — 
the  precise  month-to-month  discrepancy  is  impossible  to  know.   We  still  forecast 
unemployment  using  the  old  definition  because  it  makes  comparisons  with  previous  data 
easier  and  because  models  of  the  economy  have  not  yet  been  adjusted  to  incorporate  the  new 
definition.   A  second  thing  to  note  is  that  the  forecast  of  the  unemployment  rate  presented 
here  is  somewhat  lower  than  that  contained  in  the  Budget.   This  is  because  the  Budget  went 
to  press  using  a  forecast  we  made  in  early  December.   But  the  economy  in  the  fourth  qujirter 
of  1993  exhibited  stronger  growth  and  a  sharper  drop  in  unemployment  than  expected. 
Incorporating  this  new  information  (as  we  do  here)  provides  a  slightly  changed  forecast  for 
future  unemployment  levels. 

Regarding  interest  rates,  we  forecast  that  long-term  interest  rates  will  remain  just  about 
at  the  levels  they  were  when  we  made  the  forecast  last  month.   Short-term  interest  rates  (e.g., 
the  3-month  Treasury  bill  rate)  are  forecast  to  increase  somewhat  over  the  5-year  budget 
window  as  the  economy  strengthens  and  moves  closer  to  capacity.   Last  week's 
announcement  by  the  Federal  Reserve  that  short-term  interest  rates  will  increase  slightly  is 
consistent  with  our  forecast,  which  calls  for  a  3-month  Treasury  bill  rate  averaging  3.4 
percent  in  1994. 

As  a  measure  of  the  effect  of  OBRA  1993,  consider  the  projected  size  of  the  Federal 
deficit  compared  to  Gross  Domestic  Product  (GDP)  for  the  next  several  years.  (See 
Appendix.)  In  fiscal  1992,  the  Federal  deficit  was  4.9  percent  of  GDP,  in  fiscal  1993,  it  was 
4.0  percent  of  GDP,  in  1995  it  is  projected  to  drop  to  2.5  percent  of  GDP,  and,  by  1996  is 
projected  to  fall  still  further  to  2.3  percent  of  GDP,  the  lowest  level  since  1979. 

Another  way  to  measure  the  fiscal  effect  of  OBRA  1993  is  to  examine  the  trend  of 
public  debt  to  GDP.   (See  Appendix.)   In  1981,  Federal  debt  held  by  the  public  equaled  26.5 
percent  of  GDP.   Over  the  next  dozen  years,  this  figure  increased  dramatically,  nearly 
doubling  to  51.6  percent  in  1993.   As  a  result  of  OBRA  1993,  this  trend  will  be  first 
stabilized  and  then  reversed.   The  relative  level  of  Federal  debt  held  by  the  public  will  begin 
to  decrease  over  the  next  several  years. 

No  one  can  accuse  this  Administration  of  incorporating  rosy  scenarios  into  its 
forecasts.    In  fact,  for  4  out  of  the  5  years  in  the  budget  period,  the  Administration  forecasts  a 
higher  deficit  than  CBO  (though  the  differences  are  quite  small).   We  believe  it  is  criticjd  for 
policymakers  to  craft  economic  policy  based  on  credible  data  and  not  to  be  misled  by  (or  to 
mislead  with)  smoke  and  mirrors.   The  Clinton  Administration  prides  itself  in  using  credible 
economic  forecasts  to  craft  its  economic  policies. 
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The  Economic  Agenda 

The  1995  Budget  was  quite  difficult  to  "construct,  as  the  discretionary  spending  caps 
began  to  constrain  the  activities  of  the  various  agencies.   For  the  first  time  in  memory,  agency 
heads  came  to  realize  that  increasing  spending  in  any  program  meant  that  cuts  in  other 
programs  had  to  be  made.   This  was  not  a  pleasant  experience  for  the  participants,  and  it  will 
only  get  more  difficult  in  future  years.   However,  it  is  necessary  to  reorient  Federal  spending 
priorities.   And  this  Budget  does  just  that,  by  providing  for  several  new  and  expanded 
investment  initiatives,  while  scaling  back  or  eliminating  entirely  programs  that  are  less 
valuable. 

Federal  employment  will  be  reduced  under  our  1995  Budget.   President  Clinton  has 
issued  an  executive  order  calling  for  a  reduction  of  100,000  full-time  equivalent  employees. 
Our  Budget  exceeds  that  goal.   Further  reductions  will  be  necessary  to  keep  future  Federal 
spending  within  the  discretionary  spending  caps  and  to  meet  the  personnel  reductions 
recommended  in  the  Vice  President's  National  Performance  Review. 

However,  while  discretionary  spending  is  held  fixed  in  nominal  terms  and  Federal 
employment  is  reduced,  our  Budget  proposal  calls  for  increases  in  much-needed  public 
investments.   These  investments  will  complement  the  increased  levels  of  private  sector 
investment  we  are  seeing  as  a  result  of  lower  long-term  interest  rates.   They  are  intended  to 
increase  productivity  in  both  the  private  and  public  sector  and  to  help  provide  a  strong 
foundation  for  future  economic  growth.   Investment  initiatives  fall  into  three  main  categories: 

(1)  Physical  capital-including  full  funding  for  the  core  highways  program  under  ISTEA, 
additional  resources  for  Clean  Water  State  revolving  funds,  and  additional  funds  for 
high  performance  computing  and  the  information  highways. 

(2)  Human  capital—including  increased  funding  for  Head  Start,  the  National  Service 
Initiative,  the  innovative  school-to-work  program  jointly  sponsored  by  the  Departments 
of  Education  and  Labor,  and  the  Workforce  Security  Initiative  sponsored  by  the 
Department  of  Labor. 

(3)  Technological  advances-including  increased  funding  for  the  National  Science 
Foundation  to  support  research,  expansion  of  the  manufacturing  extension  programs, 
and  reorienting  the  research  priorities  of  the  national  defense  and  energy  laboratories 
toward  collaborative  work  with  industry. 

This  year's  Budget  contains  a  number  of  these  investment  initiatives.   All  are  intended 
to  provide  a  new  direction  for  Federal  programs,  one  of  helping  the  private  sector  provide  the 
kind  of  economic  growth  that  will  improve  the  living  standards  of  all  Americans.   Future 
Budgets  will  continue  this  trend. 
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In  the  State  of  the  Union  address,  the  President  stated  that  he  will  propose  a  welfare 
reform  program  this  spring.   Since  this  plan  is  still  under  development,  I  am  unable  to  discuss 
specifics.   However,  the  spring  package  will  be  the  third  part  of  a  comprehensive  approach  to 
end  welfare  as  we  know  it.   The  first  step  was  the  substantial  increase  in  the  earned  income 
tax  credit  (EITC)  contained  in  OBRA  1993.   When  fully  phased  in  (by  1996),  the  EITC 
increases  will  help  meet  the  goal  that  families  with  children  and  a  full-time  worker  shall  no 
longer  live  in  poverty.   The  second  step  toward  welfare  reform  is  the  Health  Security  Act, 
which  will  eliminate  the  current  perverse  situation  where  a  person  receiving  welfare  could 
lose  their  Medicaid  health  care  coverage  by  accepting  a  private  sector  job.   Both  these  steps 
attempt  to  reach  the  simple  goal  of  making  work  pay.   The  third  step  will  be  contained  in  the 
spring  proposal.   By  enacting  all  three  steps,  Americans  will  have  helped  transform  welfare 
into  a  program  that  moves  people  into  private  sector  jobs  where  they  can  provide  for 
themselves  and  their  families. 

The  Balanced  Budget  Amendment 

There  has  been  much  recent  debate  about  the  need  for  an  amendment  to  the 
Constitution  that  would  mandate  that  the  unified  Federal  budget  be  balanced  on  an  annual 
basis  (with  possible  exceptions  for  times  of  war  and  under  conditions  where  a  supermajority 
of  Congress  approves  an  annual  deficit).   This  Administration  believes  that  such  an 
amendment  would  be  counterproductive  and  that  there  is  no  need  to  modify  the  Constitution 
in  this  manner. 

By  itself,  an  amendment  to  the  Constitution  would  not  reduce  the  Federal  deficit  by  a 
single  penny.   All  the  hard  choices  about  the  appropriate  amount  and  where  to  direct  public 
resources  would  still  remain.   It  takes  leadership  to  make  these  difficult  choices,  the  type  of 
leadership  President  Clinton  provided  when  proposing  the  deficit  reduction  plan  that 
eventually  became  OBRA  1993. 

On  the  economic  front,  a  balanced  budget  amendment  would  put  the  fiscal  policy  of 
the  Federal  Government  in  a  straitjacket  that  might  imperil  macroeconomic  stability.   The 
Federal  budget  acts  as  an  automatic  stabilizer,  adjusting  to  changing  economic  conditions. 
When  the  economy  is  expanding,  the  tax  system  acts  to  take  additional  resources  out  of  the 
private  sector  economy,  preventing  it  from  overheating  and  causing  inflation.   When  the 
economy  is  contracting,  the  transfer  system  injects  resources  into  the  economy,  moderating 
the  economic  downturn.   When  the  economy  is  operating  at  less  than  full  capacity,  it  is 
natural  for  the  Federal  budget  to  be  in  deficit:  this  is  its  stabilizing  role.    A  balanced  budget 
amendment  would  prevent  this  automatic  stabilizer  from  operating  as  it  has  during  the  entire 
post-war  period  and  would  likely  act  to  exacerbate  recessions.   Moreover,  it  is  possible  that  a 
balanced  budget  amendment  could  push  economic  policy  decisions  to  the  courts,  hardly  the 
appropriate  place  for  making  macroeconomic  policy. 
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The  economic  effects  of  a  balanced  budget  amendment  could  be  sobering.    For 
instance,  suppose  we  enacted  an  amendment  that  required  the  Federal  budget  have  no  deficit 
after  1999.    In  crude  terms,  this  would  require  reducing  the  annual  deficit  by  about  $200 
billion  in  1999,  on  top  of  the  deficit  reduction  amounts  contained  in  OBRA  1993.    Simulation 
analysis  with  macroeconomic  models  suggests  that  this  would  prove  extremely  detrimental  to 
the  economy.   In  the  year  2000  real  GDP  would  be  about  $85  billion  lower;  payroll 
employment  over  2.5  million  jobs  lower;  and  the  unemployment  rate  more  than  2  points 
higher.   And  these  numbers  assume  that  the  Federal  Reserve  acts  to  lower  short  term  interest 
rates  by  2  full  percentage  points  below  the  baseline  case.    In  short,  even  if  monetary  policy  is 
eased  sharply  to  cushion  the  effects  of  a  balanced  budget  amendment,  the  required  fiscal 
contraction  could  put  the  economy  through  the  proverbial  wringer  and  cost  millions  of  jobs. 

Finally,  a  balanced  budget  amendment  would  put  a  premium  on  budget  gimmickry.    You,  on 
this  Committee,  hardly  need  to  be  told  about  the  length  to  which  decisions  about  resource 
allocation  have  been  distorted  by  past  budget  rules.   A  balanced  budget  amendment  would 
just  raise  the  stakes  for  budget  gamesmanship,  leading  to  programmatic  decision  made  on  the 
basis  of  budget  rules  rather  than  on  whether  the  initiative  is  actually  good  for  the  country. 

Conclusion 

In  conclusion,  let  me  reiterate  the  main  points  of  my  testimony.   Our  economic 
forecasts  make  clear  that  we  believe  the  economy  has  entered  a  sustainable  expansion  phase, 
accompanied  by  low  inflation  and  significant  job  growth. 

The  1995  fiscal  budget  is  one  more  step  on  the  road  toward  fiscal  responsibility.    It 
makes  progress  toward  reorienting  government  spending  priorities  in  favor  of  investment  and 
away  from  current  consumption.   This  is  a  prudent  strategy  for  us  and  for  future  generations. 


Finally,  we  must  avoid  taking  a  detour  off  the  road  of  fiscal  responsibility  by  enacting 
the  Balanced  Budget  Amendment.  Last  year,  the  Administration  proposed  about  $500  billion 
of  deficit  reduction  over  5  years.  This  was  good  economic  policy,  a  credible  plan  that  passed 
with  the  President's  leadership.  In  contrast,  a  balanced  budget  amendment  to  the  Constitution 
would  be  poor  economic  policy.  Moreover,  without  the  leadership  necessary  to  ensure  that 
the  tough  decisions  about  spending  cuts  and  higher  taxes  are  made  in  a  responsible  manner,  it 
is  unlikely  that  such  an  amendment  would  be  viewed  as  credible  policy. 

This  concludes  my  testimony.   I  would  like  to  thank  the  committee  for  inviting  me 
here  today.   I  would  be  happy  to  respond  to  any  questions  that  you  may  have. 
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TABLE   1 
■inistration  and  CXO  Econoiic  Assiaptians 


Real  GDP.  M/M  gmrtli  CX) 

CSO  assunptions 

A<taini strati  on  forecast 

OP  Deflator,  «fl/*0  growth  CX)  2.2 

CBO  assunptions 

Administration  forecast 

CPHJ.  40/40  growth  <X>  2.7 

CBO  assunptions 

Acininistration  forecast 

Civilian  Uno^loyaent  Rate  (X)  6.8 

[Old  basis,  except  uhere  noted] 

080  assunptions 

1995  Budget  forecast 

Adbiinistration  forecast 

New  basis 

Three-Kmth  T-bill  3.00 

CBO  assinptions 

Administration  forecast 

Ten-year  T-note  5.88 

CBO  assumptions 

1995  Budget  forecast 

Adninistration  forecast 


Calendar  Year 

1993 

199A 

1995 

1996 

1997 

1998 

1999 

2.8 

2.8 

2.7 

2.7 

2.7 

2.6 

2.4 

3.0 

2.7 

2.7 

2.6 

2.6 

2.5 

2.8 

2.6 

2.6 

2.5 

2.5 

2.4 

2.7 

2.8 

2.9 

3.0 

3.0 

3.0 

2.8 
3.0 


6.3 

6.5 
6.3 


3.0 
3.2 


3.0 
3.3 


3.0 
3.4 


6.1 
6.1 
5.9 


5.9 
5.9 
5.7 


5.8 
5.7 
5.6 


3.0 
3.4 


5.7 
5.5 

5.5 


3.0 
3.4 


5.7 
5.5 
5.5 


6.6-7.2  6.2-6.8  6.0-6.6  5.9-6.5  5.8-6.4  5.8-6.4 


3.50 

4.30 

4.60 

4.60 

4.70 

4.70 

3.40 

3.80 

4.10 

4.40 

4.40 

4.40 

5.80  6.00  6.10  6.20  6.20  6.20 
5.80  5.80  5.80  5.80  5.80  5.80 
5.70     5.70    5.70    5.70     5.70     5.70 
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TMILE  2 
COMPOSITION  OF  OOP  GROWTHi    1993  V8  HISTORICAL  AVERAUB 

(Annual  Farcentao*  Cbango) 


Historical 

Average 
(1995-1992) 


1992:4  to  1993:4' 


Interest-sensitive  components 
All  other 
TOTAL 


0.8% 
2.1% 
2.9% 


2.6% 
0.2% 
2.8% 


Preliminary 

Business  fixed  investment,  housing,  and  expenditures  on  consumer  durables. 
Source:   Bureau  of  Economic  Analysis 


Percent 
7 


Federal  Deficit  as  Percent  of  GDP 


Pre-OBRA  Baseline 


1995  Budget 
with  Health  Reform 


1980   1982   1984   1986   1988   1990   1992 

Fiscal  Year 

Note:   Data  for  fiscal  1994-1999  are  projections. 


1994       1996        1998 
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Percent 
60 


Net  Federal  Debt  as  Percent  of  GDP 


50 


40 


30 


20    - 


10 


I 


Without  Deficit 
Reduction  Plan 


With  Deficit 
Reduction  Plan 


_L 


1980   1982   1984   1986   1988   1990   1992   1994    1996 

Fiscal  Year 

Note:   Excludes  effects  of  health  care  reform.   Net  Federal  debt  excludes  debt  held  by 
the  Federal  Reserve.    Data  for  fiscal  1994-1998  are  projections. 


1998 


Ten-Year  Treasury  Note  Yields 


Percent 
7.0 


6.5    - 


6.0 


5.5    - 


5.0 


A 

/     Election         \ 

President's  Plan 
Introduced  (2/17/93) 

\ 

Secretary  Bentsen 

Details  Fiscal 
Measures  (1/24/93) 

y^                                   House  Approves 
I     X                                    President's  Plan  (5/27/93) 

• 

1 

Final  Approval        \   r\       1 
of  Budget  (8/6/93)     V     \J 

1992 

Source:  Department  of  the  Treasury. 
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Chairman  Sasser.  I  intended  to  yield  to  Senator  Simon,  but  he 
had  to  leave  the  room  to  take  a  telephone  call  and  he  will  be  right 
back. 

Let  me  ask  you;  Alan  Greenspan,  the  Chairman  of  the  Federal 

Reserve  Board,  recently  testified,  and  this  is  a  direct  quote.  He 

said, 

I  don't  recall  as  good  an  underlying  base  in  the  long-term  economic  outlook  any  time 
in  the  last  2  or  3  decades. 

Now  you  said  a  moment  ago,  if  I  understood  you  correctly,  that 
the  economy  and  the  underljdng  factors  in  the  economy  appeared 
to  be  pointing  to  a  period  of  long-term  economic  growth.  I  think  you 
said  maybe  20  years,  if  I  am  not  mistaken. 

Dr.  Tyson.  What  I  said  was  I  was  actually  quoting  Mr.  Green- 
span, in  the  sense  of  saying  we  were  in  the  best  situation  we  may 
have  been  in  the  last  20  or  30  years  for  a  sustained  period  of  ex- 
pansion. So  I  was  actually  agreeing  with  his  statement  that,  if  you 
look  at  the  past  20  or  30  years  in  terms  of  economic  fundamentals, 
we  are  in  a  very  strong  position. 

Chairman  Sasser.  Spell  out  those  economic  fundamentals  for  us. 

Dr.  Tyson.  First  of  all,  I  want  to  say  that  we  are  in  a  situation 
where  the  underlying  fiscal  foundations  of  the  economy  are  on  a 
much  sounder  path  than  they  have  been  in  the  last  15  years.  We 
have  the  deficit  relative  to  GDP  going  down,  not  up.  We  have  the 
debt  to  GDP  ratio  going  down,  not  up,  a  fundamentad  switch. 

We  see  a  period  of  much  lower  inflation.  Inflation  seems  to  be  in 
a  moderate  phase.  We  have  good  performance  on  unit  labor  costs. 
We  have  improving  productivity.  We  have  a  substantial  benefit  to 
the  economy  from  efforts  by  American  companies,  which  have  gone 
on  for  some  time  now,  to  restructure  their  balance  sheets,  to  re- 
structure the  ways  they  are  organized  to  meet  international  com- 
petition, to  engage  and  develop  and  learn  to  use  the  benefits  of  the 
software  technology  revolution,  which  I  think  really  has  now 
changed  the  flexibility  of  manufacturers  to  deal  with  the  world. 

So  I  think  those  are  just  some  of  the  factors  that  I  would  indicate 
as  really  the  foundations  for  the  private  economy  to  grow  in  a  sus- 
tained way. 

Finally,  let  me  say  that  we  have  seen  the  shift  that  we  hoped  to 
see  towards  those  parts  of  spending,  particularly  business  equip- 
ment, plant  and  equipment  spending,  which  really  are  the  founda- 
tions for  productivity.  If  you  look  at  productivity  growth  in  the 
economy,  it  depends  very  much  on  the  growth  of  the  capital  to 
labor  ratio,  and  that  depends  very  much  on  how  much  investment 
is  going  on,  and  we  now  have  a  substantial  increase  in  the  private 
investment,  which  is  something  the  economy  has  needed  for  a  long 
time. 

Chairman  Sasser.  Well,  let  me  ask  you  this  question,  and  then 
I  want  to  yield  to  Senator  Domenici,  so  we  can  get  back  to  Senator 
Simon  as  soon  as  possible.  I  directed  this  question  to  Secretary 
Bentsen,  and  I  would  be  interested  in  getting  your  views. 

I  was  discussing  the  state  of  the  economy  with  a  group  of  profes- 
sional investors  who  invest  billions  of  dollars  of  other  people's 
money  around  the  world,  and  their  view  was  that  the  best  invest- 
ments were  in  the  economy  here  in  the  United  States,  and  that  our 
economy  was  in  much  better  condition  for  sustained  economic 
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growth  than  either  the  economies  of  Europe  or  Japan,  both  of 
which  are  experiencing  some  difficulty  now. 

These  people — I  would  call  them  experts,  others  seem  to  think 
they  are — were  sajdng  that  we  could  very  well  be  in  for  a  period 
in  the  United  States  of  sustained  non-inflationary  economic  growth 
similar  to  what  we  saw  in  the  1950's  and  early  1960's,  with  the  ex- 
ception that  the  growth  would  probably  not  be  as  large  on  a  year- 
to-year  basis  as  a  percent  of  GDP,  simply  because  the  economy  is 
larger  and  more  mature  now,  but  that  we  were  entering  into  a  pe- 
riod of  long-term  sustained  non-inflation  growth  that  could  lead  to 
a  significant  up-tick  in  the  standard  of  living  in  this  country.  How 
do  you  react  to  that? 

Dr.  Tyson.  Well,  I  think  that  is  consistent  with  many  of  the  fac- 
tors that  I  just  identified.  That  is,  there  are  two  points  to  be  said. 
One  is  do  I  think  we  are  in  better  shape  than  many  of  our  major 
industrial  partners.  I  think  that  is  obviously  the  case. 

We  are  on  a  sound  fiscal  footing  at  this  point  in  time.  We  have 
gone  through  a  lot  of  painful  restructuring,  both  on  the  financial 
side  and  on  the  real  side  of  our  businesses.  Much  of  that  restruc- 
turing remains  to  be  done  in  Europe  and  Japan.  And  we  have,  as 
a  consequence  of  that  restructuring,  improved  both  of  the  sort  of 
fiscal  balances  and  imbalances  that  we  face  and  the  real  economy. 
I  think  we  are  very  well  poised  to  do  very  well  against  our  inter- 
national competition.  So  I  agree  with  the  first  part  of  that. 

The  second  part,  are  we  poised  for  a  period  of  long-term  low-in- 
flation, and  expansion,  I  think  that  forecasting  is  a  difficult  art  and 
it  is  a  humbling  experience.  For  the  reasons  of  factors  that  I  indi- 
cated in  my  first  answer,  however,  I  do  believe  the  prospects  look 
better  than  they  have  looked  for  2  or  3  decades. 

Chairman  Sasser.  I  was  just  counseling  Senator  Domenici.  He 
and  I  ought  to  rush  out  and  invest  in  some  growth  stocks  here. 

Senator  Domenici.  You  have  to  have  something  to  invest. 
[Laughter.] 

Chairman  Sasser.  I  know  a  good  banker  who  will  make  us  both 
a  loan,  I  think. 

Senator  Grassley? 

Senator  Grassley.  I  want  to  ask  you  something  that  maybe  is 
a  little  bit  out  of  your  area,  but  it  is  because  you  are  in  the  coun- 
sels of  the  Administration,  I  want  you  to  help  us  understand  why 
this  situation  exists  and,  if  you  cannot  provide  the  information 
today,  to  help  us  get  it. 

I  want  to  ask  about  a  question  on  page  69  of  the  historical  tables, 
Table  5-1,  under  Function  50,  national  defense.  The  Administra- 
tion provides  no  estimates  for  1996  through  1999.  Now,  Senator 
Lott  discussed  this  with  Mr.  Panetta  and  he  made  a  comment 
about  the  uncertainty  of  inflation  being  the  reason  that  the  Admin- 
istration had  not  included  figures  for  those  years. 
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HISTORICAL  TABLES 
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Table  5  l-BUOGET  AimHORTPr  BY  FUNCTION  AND  SUBFUNCTION:  197&-19»-Continu«d 


Kjncbon  and  Subfunctcn 

1992 

1993 

1994 
esknate 

1995 
eskmaie 

1996 

eskmaie 

1997 
estimate 

1996 
esbmate 

1999 
esbmate 

OSO  Njtlonjl  d«4f  rw: 

051  Deparment  ot  Delens«— M*1^ 

81,221 
93.716 
62.952 
36.S23 
5254 
3,736 

75.974 
89.161 
52.789 
37.764 
4.554 
3,941 

70.773 
87,972 
44,454 

34.762 
5.963 
3,501 

70.475 
92.884 
43274 
36225 
5.049 
3407 

N/A 
N/A 
N/A 
WA 
N/A 
WA 
N/A 

WA 
N/A 
N/A 
N/A 
N'A 
N/A 
N'A 
N/A 

N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 

N/A 

N/A 

Rf»«Mn*  r>fivn(<>ofm»nt  Test  and  Fvahjafc)*!     .,...,.... 

N/A 
WA 

N'A 

Fani^  Housng  

N'A 
N/A 

Ottwr 

-IJ78 

3,012 

l,S22 

S38 

N'A 

051  Subtotal.  Department  ot  Oeteftse-MAtary  _            — 

2«2.I27 

267.194 

248.967 

252.153 

2*3,441 

240214 

246.723 

253.024 

11.960 
964 

12.0S9 
1.823 

10.877 
1.074 

10.596 
914 

10,971 
916 

10.867 
931 

11.017 
946 

11.156 

962 

TolaJ.  Ndliooai  defense  — 

295.070 

281.076 

260.918 

263.666 

255.329 

252  032 

258  686 

265.145 

150  Memjtfonaf  ^Un: 

151  tntemationaf  development  and  humanitanan  assslance  

152  fniemabonal  seemly  assslance  ._._ 

6.655 
6,682 
4.063 
1.303 
2,523 

7.007 
5.475 
4.327 
1246 
14275 

7,551 
4.499 
4.619 
U58 
805 

-1.127 

-913 

3.7W 

1.449 

464 

15.164 

-910 
-971 
3.826 
1.306 
-1.273 
15,050 

-802 
-961 
3.921 
1412 
-1.413 
14.921 

-712 
-862 
3.963 
1.323 
-1.489 
14,818 

-644 

-828 
4.076 

1,334 

!55  IniemalionaJ  I«anaal  programs  

156  International  cooperaljon  

-1.397 
14.638 

Toa.  tntemalionaf  aflao  __.    .__   . 

21227 

32,333 

18,831 

18.757 

17,028 

16.978 

17.042 

17,180 

2S0  Geneni  cdenoe,  space  and  technology: 

251  General  soence  and  baoc  research  _ _   

252  Space  flighl,  research,  and  supporting  actvibes 

4,125 
13.199 

4.173 
13.064 

4.600 
12.915 

4.281 
13.029 

4.142 

13.083 

4201 
13.100 

4256 

13.115 

4. 356 
13240 

TolaJ.  General  saenoe,  space  and  technology . 

17,324 

17236 

17,515 

17410 

17225 

17.301 

17471 

17.595 

270  Energy: 

4.789 
511 
282 
$13 

7,404 

561 

60 

240 

3.479 
673 
216 
373 

3230 
961 
144 
384 

4.605 
983 
158 
427 

4470 

1.050 

159 

427 

3.768 

1.139 

252 

427 

4.141 

272  Energy  coosavalion  ._   

274  Emergenqr  energy  preparedness  ..  

276  Energy  intomia»<xi,  pokey,  are)  tegutaton  

1211 
252 
427 

Tolal.  Eneigy  

6.096 

8264 

4.741 

4,720 

6.173 

6,005 

5,586 

6.031 

301  Water  fEsources 

4.768 
4.652 

2.690 
6.605 
2.575 

4,801 
4,775 
2.604 
6.908 
2547 

5J01 
4«7 
2.719 
6.568 
2.740 

4.028 
5,009 
2.670 
7.115 
2.774 

4.441 
4.799 
2.786 
7.372 
2.797 

4.162 
4.511 
2.806 
7.679 
2.766 

4,545 

3464 
2410 
7.901 
2.747 

4275 
3.333 

2478 

304  Podutod  ronW  and  abatemenl  „     ._         

306  OJwf  naljral  rEsouroes  _      ...   

8238 
2.700 

Total.  Nalurd  resources  and  envnwment  _  

21290 

21.636 

22,163 

21.596 

22.196 

21.924 

21.867 

21.425 

350  Agrietilim: 
351  Farm  ficome  stabiution  

19.651 
2,725 

16.464 
2,660 

13466 

2.721 

10,176 
2.795 

9.184 

2.790 

9.664 
2,898 

9.756 
2.886 

9.936 
3.075 

Tnlfll  l^n^jh^^                                .',,_ 

22476 

19,124 

16,087 

12.972 

11.974 

12.561 

12.645 

13411 

370  Commerce  and  housing  crc^ 

371  Mong^  credil _ - . 

.■175  PrKiar  <;«<»r«            ,    ,    • ..^.,.. 

4,514 
2,709 
(511) 
(1198) 
36.961 
2,575 

2J02 
2,400 
(161) 
(2239) 
2,462 
2,743 

2,630 
4,412 
(130) 
(4282) 
18.745 
2.405 

1,758 
5.479 
(130) 
(5.349) 
859 
3.184 

1.305 
2.166 
(130) 
(2.057) 
1.194 
3.413 

766 

440 
(129) 
(311) 
452 
3.732 

65 

1.708 

(129) 

(1579) 

142 

4,031 

-277 
135 

(ntv*.rt)»i)           ,  ,,              

(129) 
(6) 

(DH-hiitgiM) 

5  114 

Total,  Commerce  and  housing  credit  „ ._  _  

46.759 

9,906 

28.191 

11281 

8.099 

5.391 

5.945 

4,972 

(OvjMirfgel) 

(44«1) 
(2,198) 

(7,667) 
(2239) 

(23,909) 
(4282) 

(5.932) 
(6449) 

(6.042) 
(2.057) 

(6,0601 
(311) 

(4.366) 
(1.679) 

(4.966) 
(6) 

(OtHiudget)  

Orv-txjdget  unless  othervnse  stated. 


I  am  sure  you  are  involved  with  the  Administration's  determina- 
tion and  at  least  have  some  input  into  what  the  inflation  rate  is 
going  to  be.  The  Administration  does  have  an  estimate  for  inflation 
that  is  used  for  all  other  functions  in  the  budget,  but  I  do  not  know 
why  it  was  not  used  here. 

It  is  my  understanding  that  there  is  still  more  than  a  $20  bilhon 
gap  between  the  Department  of  Defense's  future  year  defense 
plan — that  is  as  5-year  plan — and  the  adminstration's  general  5- 
year  guidance.  I  have  two  questions.  What  is  your  estimate  of  the 
gap  between  the  future  year's  defense  plan,  that  5-year  plan,  and 
the  Administration's  5-year  budget  guidance,  and  when  will  we  be 
able  to  fill  in  these  blanks  that  are  not  available  for  us  here,  says 
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not  applicable?  All  of  these  blanks  should  be  filled  in,  because  they 
are  filled  in  every  place  else  in  the  budget. 

Dr.  Tyson.  Let  me  say  that  as  far  as  the  date  as  to  when  they 
will  be  filled  in,  I  would  want  to  defer  the  answer  to  that  and  to 
speak  with  Mr.  Panetta  about  that,  since  that  will  be  his  deter- 
mination. 

Let  me  answer  what  I  think  is  the  underljdng  concern  that  you 
have. 

Senator  Grassley.  But  you  do  expect  that  we  will  then  get  £ui 
answer  shortly  on  that  point? 

Dr.  Tyson.  Let  me  put  it  this  way;  I  believe  that  the  President 
has  made  it  as  clear  as  he  could  possibly  make  it,  and  he  made  it 
clear  in  his  State  of  the  Union  Address,  it  is  clear  in  the  budget 
document,  it  is  clear  in  a  number  of  statements  the  President  has 
made  since  the  State  of  the  Union  Address,  that  he  will  not  ask 
for  one  additional  dollar  of  defense  cuts  beyond  what  was  agreed 
to  with  the  Defense  Department  in  the  bottom-up  review,  and  that 
includes  any  cuts  that  would  result  from  a  failure  to  provide  the 
Defense  Department  with  the  funding  to  meet  whatever  inflation 
turns  out  to  be. 

So  I  think  the  point  here — and  I  think  this  is  the  real  point — 
is  that  whatever  inflation  turns  out  to  be,  the  President  is  commit- 
ted to  the  funding  of  the  bottom-up  review  and  fully  funding  in  real 
terms,  that  is  taking  into  account  inflation,  the  needs  of  the  De- 
fense Department  to  meet  the  spending  requirements  set  up  in  the 
bottom-up  review.  And  you  should  not  worry  about  inflation  being 
a  way  to  cut  the  Defense  Department  budget  in  real  terms.  The 
President  is  absolutely  committed  to  the  bottom-up  review  and  to 
what  the  real  funding  needs  associated  with  the  bottom-up  review 
are. 

Senator  Grassley.  The  fact  that  you  will  get  the  information  for 
us  is  very  important.  There  is  nothing  wrong  with  your  expla- 
nation, if  it  admits  a  major  problem  that  you  have  there  that  you 
hope  to  answer  through  the  bottom-up  review.  There  is  a  $20  bil- 
lion problem  of  over-programming  now  within  the  Defense  Depart- 
ment, that  if  you  are  not  going  to  put  any  more  money  into  it,  you 
have  got  to  find  a  way  to  program  downward  to  fit,  because  you 
do  not  have  a  defense  plan  that  fits  into  your  budget.  And  you  have 
either  got  to  put  more  money  into  the  budget — which  I  do  not  pro- 
pose doing,  and  most  of  my  colleagues  probably  on  this  side  of  the 
aisle  disagree  with  that — but  you  have  got  a  major  problem  there 
with  $20  billion  that  you  have  got  to  program  down  that  are  not 
programmed  down. 

Dr.  Tyson.  The  extent  of  the  problem,  of  course,  is  dependent 
upon  the  inflation  rate  that  you  assume.  Actually,  the  inflation 
rate,  it  turns  out  that  when  some  of  those  numbers  were  estimated, 
the  inflation  rate  for  1993  was  anticipated  to  be  higher  than  it  ac- 
tually was. 

In  fact,  the  inflation  rate  we  are  now  projecting  for  1994,  on  the 
basis  of  having  a  better  than  anticipated  performance  for  1993,  is 
lower  than  we  thought  it  was  last  August.  So  I  want  to  emphasize 
here  that  how  much,  the  amount  of  the  gap  is  sensitive  to  the  infla- 
tion forecast.  The  inflation  forecast  has  actually  been  improving. 
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Senator  Grassley.  I  do  not  know  how  inflation  can  be  a  problem 
for  you  for  defense,  if  it  is  not  a  problem  for  you  in  any  other  pro- 
jections. 

Let  me  go  on  to  my  last  question,  because  the  yellow  light  is  on, 
and  this  deals  with  the  general  subject  of  regulation-writing  and 
the  impact  that  has  on  the  economy  and  what  the  economy  might 
do  as  a  result  of  this  and,  in  turn,  affecting  growth  for  the  future. 

We  have  listened  to  Administration  witnesses  who  show  us 
charts  about  the  improving  economy,  £uid  I  am  thankful  for  the  im- 
provement in  the  economy.  But  one  chart  that  we  have  not  seen 
is  regarding  the  increase  in  regulations  by  this  Administration, 
This  Administration  has  published  more  pages  in  the  Federal  Reg- 
ister, 69,684,  than  any  year  since  the  Carter  year  1980. 

Two  questions:  How  do  you  see  this  rising  tide  of  regulation  af- 
fecting the  economy,  and  will  the  Administration  continue  to  in- 
crease the  regulatory  burdens  it  places  on  businessmen  and 
women? 

I  want  to  remind  you  of  a  quote  that  you  were  candid  in  making, 
and  I  think  very  accurate  in  making,  in  regard  to  the  impact  of  reg- 
ulation in  health  care  reform  on  the  economy.  This  is  in  regard  to 
a  company.  You  said  let's  make  a  firm  that  might  have  to  pay 
more — meaning  in  health  are  costs.  Maybe  they  slow  down  the  rate 
of  growth  of  wages,  maybe  they  reduce  employment,  maybe  they  in- 
crease their  price — a  fair  acknowledgement  on  your  part  that 
health  care  will  have  some  impact  upon  business  expansion. 

I  hope  that  you  can  tell  us  how,  when  it  comes  to  other  regula- 
tion, what  sort  of  impact  this  massive  growth  of  regulation,  as  evi- 
denced by  the  Federal  Register,  will  have  on  growth,  and  how  you 
see  that  impacting  upon  the  economy,  particularly  jobs. 

Dr.  Tyson.  Well,  I  have  to  confess  I  have  not  read  all  69,684 
pages,  so  I  do  not  know  what  we  have  said  there.  What  I  do  know 
is  that  the  President  has  issued  an  executive  order  on  regulatory 
review  and  the  executive  order  clearly  states  that,  in  both  propos- 
ing new  regulation  and  in  assessing  regulation  that  is  already  im- 
pinging on  the  economy,  we  will  look  at  both  the  costs  and  the  ben- 
efits, both  the  costs  as  well  as  the  benefits  of  regulation,  and  that 
we  will  look  for  the  most  cost-effective  way  to  achieve  a  particular 
regulatory  aim. 

I  think  the  President  is  very  committed  to  that,  I  think  that  the 
Vice  President  obviously  is  in  the  national  performance  review. 
Much  of  the  National  performance  review  is  about  streamlining  the 
agencies  of  government  and  streamlining  the  way  they  interact 
with  the  private  economy,  I  might  point  out  that  we  will  be  dis- 
cussing this  year  issues  of  procurement  reform,  which  are  regu- 
latory issues. 

Chairman  Sasser.  You  say  procurement  reform? 

Dr.  Tyson.  Yes,  procurement  reform. 

Chairman  Sasser.  That  is  something  Senator  Grassley  and  I  are 
very  interested  in  at  the  Department  of  Defense, 

Dr.  Tyson,  I  raise  it  because  I  think  of  that  as  an  issue  of  regula- 
tion. It  is  £in  issue  of  procurement  and  it  is  also  an  issue  of  regula- 
tion. Secretary  Perry  I  am  sure  will  be  talking  a  lot  about  that  this 
year. 
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So  I  think  the  Administration  is  very  cognizant  of  the  issue  of 
regulatory  burden  and  has  set  up  an  apparatus  for  judging  the  reg- 
ulatory burden. 

On  health  care,  I  would  just  say  that  it  is  already  the  case 
that 

Senator  Grassley.  You  do  not  have  to  talk  about  health  care. 
You  were  very  candid  on  that  costing  part.  Just  one  follow-up, 
please.  Cost-benefit  analysis  is  very  good.  Are  you  saying  that 
when  there  is  not  a  positive  cost-benefit  analysis,  the  regulations 
will  not  go  into  effect? 

Dr.  Tyson.  I  am  saying  we  start  out  with  that  as  a  standard  by 
which  to  judge  regulation,  that  is  to  look  at  the  costs,  look  at  the 
benefits,  assess  whether  they  suggest  the  regulation  should  move 
forward. 

Normally,  what  it  means  is  assessing  whether  there  is  not  more 
cost-effective  ways  for  achieving  the  desired  outcome.  If  you  do  reg- 
ulation correctly,  what  you  are  trying  to  do  is  to  deal  with  a  social 
outcome  that  is  desirable  for  the  economy  at  large,  but  to  do  it  in 
such  a  way  that  you  do  it  in  the  most  cost-effective  way  possible. 

Senator  Grassley.  Would  you  share  that  analysis  with  us? 

Dr.  Tyson.  Share  a  particular  example,  or  share  the  executive 
order? 

Senator  Grassley.  Can  we  have  access  to  that  analysis? 

Dr.  Tyson.  I  believe  that  should  be  a  process  whereby  future  reg- 
ulations are  judged,  that  there  should  be  a  discussion  of  the  costs 
and  benefits  of  a  regulation,  or  a  proposed  regulation. 

I  think  you  will  see  a  lot  of  that  discussion — for  example,  I  would 
direct  you  to  look  at  the  Superfund  proposal  that  we  have  come  for- 
ward with,  where  there  is  a  lot  of  discussion  of  changing  the  way 
in  which  Habilities  are  assessed,  et  cetera,  in  an  attempt  to  achieve 
the  goals  of  the  Superfund,  but  at  the  same  time  do  it  in  a  more 
cost-effective  manner.  That  is  a  good  example  of  what  the  Adminis- 
tration is  trying  to  do. 

Chairman  Sasser.  Thank  you.  Senator  Grassley. 

Senator  Simon  has  been  waiting  here  patiently  since  prior  to  10 
o'clock  this  morning. 

Senator  Simon.  Thank  you,  Mr.  Chairman. 

We  welcome  you  here.  Dr.  Tyson.  I  just  want  to  say  you  and  the 
President  and  whoever  was  involved  in  putting  together  what  hap- 
pened last  year  on  reconciliation  made  a  huge  contribution  to  our 
economy,  and  you  C£ui  be  very  proud  of  that. 

I  have  read  your  written  testimony  and  seen  the  blast  at  the  bal- 
anced budget  amendment  in  here,  £ind  I  do  have  a  comment  or  two 
about  it.  First,  a  very  basic  question:  Have  you  had  a  chance  to 
read  our  proposal  for  a  balanced  budget  amendment? 

Dr.  Tyson.  I  believe  we  discussed  it  a  few  months  ago,  and  we 
went  through  the  language  at  that  time.  If  there  have  been  revi- 
sions since  then,  I  have  not. 

Senator  Simon.  Meaning  no  disrespect  to  your  testimony,  I  think 
it  reflects  the  fact  that  someone  on  your  staff  has  not  read  the  pro- 
posal. Let  me  just  take  point  by  point  what  you  say  in  your  testi- 
mony. 

By  itself,  an  amendment  to  the  Constitution  would  not  reduce  the  Federal  deficit 
by  a  single  penny. 
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No  question  about  that,  but  what  we  do  is  we  force  ourselves  to 
make  the  tough  choices.  It  is  rare  that  we  have  made  tough  choices 
in  the  Federal  Government.  There  is  an  old  song  about  there  are 
so  many  heroes  at  the  Alamo,  because  there  was  no  back  door.  And 
what  we  have  to  do  is  create  a  situation  where  there  is  no  back 
door. 

Second,  you  say, 

On  the  economic  front,  a  balanced  budget  amendment  would  put  the  fiscal  policy 
of  the  Federal  Government  in  a  straight] acket  that  might  imperil  macroeconomic 
stability. 

First,  with  a  60  percent  vote,  we  permit  a  deficit.  You  will  find,  for 
example,  when  the  House  voted  on  the  California  earthquake,  it 
got  an  85  percent  vote. 

Second,  as  you  undoubtedly  know,  a  great  many  economists  be- 
lieve we  are  in  a  straightjacket  because  we  have  created  such  a 
huge  deficit  and  we  cannot  respond.  That  is  when  the  President 
asked  for  a  job  stimulus.  There  was  reluctance  to  respond.  There 
are  also  those  who  believe  that — and  I  happen  to  agree  with 
them — there  ought  to  be  some  small  money  pool  that  is  available 
to  the  President,  and  allow  him  to  respond  quickly  when  unemploy- 
ment in  a  State  or  an  area  goes  above  X  percent.  The  Balanced 
Budget  Amendment  does  not  prevent  doing  that. 

Then  you  say, 

It  is  possible  that  a  balanced  budget  amendment  could  push  economic  poUcy  deci- 
sions to  the  courts,  hardly  the  appropriate  place  for  making  macroeconomic  poUcy. 

I  could  not  agree  more  that  the  courts  are  not  the  proper  place,  but 
part  of  the  constitutional  amendment  says  the  Congress  shall  en- 
force and  implement  this  article  by  appropriate  legislation.  We 
have  the  ability  to  say  who  has  standing  in  the  courts,  and  the 
courts  have  always  recognized  that.  So  that  really  is  not  a  problem. 
Then  you  say,  ~~- 

The  economic  effects  of  the  balanced  budget  amendment  could  be  sobering. 

I  would  use  the  word  "exhilarating,"  rather  than  "sobering,"  be- 
cause the  econometric  forecasts  are  that  interest  rates  will  drop,  if 
we  adopt  it. 
Then  you  say. 

In  crude  terms,  this  would  require  reducing  the  annual  deficit  by  about  $200  billion 
in  1999. 

We  are  going  to  be  changing  the  effective  year  to  2001.  But  no  one 
suggests 

Chairman  Sasser.  Excuse  me,  did  you  say  you  are  going  to 
change  the  effect  of  the  Balanced  Budget  Amendment  to  2001? 

Senator  Simon.  2001,  from  1999.  This  is  the  year  that  the  Con- 
cord Coalition  and  some  others  have  recommended  that  we  get  on 
a  glide  path.  No  one  suggests  that  we  do  it  in  1  year.  And  if  I  had 
the  Domenici  chart  in  front  of  me,  it  would  show  that  what  would 
be  required  is  less  of  a  drop  for  these  next  years  than  we  have  had 
for  the  last  two.  It  is  not  any  great  problem. 

Then  you  call  it  "budget  gimmickry."  The  best  answer  to  that 
was  fi-om  Representative  Oljrmpia  Snowe  of  Maine,  who  said  if  it 
was  a  budget  gimmick,  Congress  would  have  passed  it  a  long  time 
ago. 

I  would  add  that  if  it  were  simply  budget  gimmickry,  I  do  not 
think  my  friend  Senator  Robert  Byrd  would  be  out  there  working 
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quite  as  hard  against  it  as  he  is  right  now.  The  reaUty  is  that  it 
has  teeth.  I  would  add  further  on  budget  gimmickry,  right  now  we 
do  off-budget/on-budget,  we  have  all  kinds  of  budget  gimmicks. 
This  does  not  permit  that.  We  can  go  ahead  on-budget  and  off- 
budget,  but  the  totals  have  to  be  there. 

And  we  have  one  other  little  thing  that  prevents  budget  gim- 
mickry. We  say  to  increase  the  Federal  debt  requires  a  %  vote.  Be- 
lieve me,  that  puts  teeth  in  this.  This  is  no  budget  gimmick. 

You  say. 

Finally,  we  must  avoid  taking  a  detour  off  the  road  of  fiscal  responsibility  by  enact- 
ing the  balanced  budget  amendment. 

The  big  argument  here — and  was  the  same  in  1986,  the  last  time 
we  voted  on  this,  when  the  balanced  budget  amendment  lost  by  1 
vote — is  that  we  can  balance  the  budget  without  a  constitutional 
amendment. 

In  1986,  when  it  lost  by  1  vote,  the  Federal  debt  was  $2  trillion. 
Now  it  is  $4.4  trillion.  And  if  we  defeat  it  this  time,  the  next  time 
it  will  come  up,  our  debt  will  be  $9  trillion  or  whatever  the  heck 
it  is. 

Finally,  I  would  refer  to  your  own  document,  "Analj^ic  Goal  Per- 
spectives", and  on  page  25,  they  say — £md  this  is  largely  because 
of  the  deficit  situation — that 

before  we  enacted  reconciliation  last  year,  future  generations  would  be  paying  93 
percent  of  their  net  lifetime  income  in  taxes,  but  with  the  reconciliation  and  health 
care  reform,  it  will  be  somewhere  between  66  and  75  percent  of  lifetime  income  in 
taxes 

Now  that  just  is  not  going  to  happen.  What  is  the  history  of  na- 
tions? You  take  a  look  at  those  GAO  charts  of  debt  versus  GDP, 
when  a  nation  gets  anywhere  close  to  this,  it  starts  monetizing  the 
debt.  One  of  the  ironies  is  that  some  of  the  senior's  organizations 
are  opposed  to  the  balanced  budget  amendment.  It  does  not  do  any 
good  to  get  $1,000  in  social  security  if  a  quart  of  milk  costs  $100, 
if  you  just  start  printing  money.  The  reality  is  we  have  to  get  a 
hold  of  this  thing,  and  I  do  not  think  anything  is  going  to  force  us 
to  get  a  hold  of  it,  unless  we  have  a  balanced  budget. 

Somebody  says  we  have  the  Domenici  chart  in  back  of  me  here 
now.  This  is  not  copjnnighted,  is  it? 

Senator  Domenici.  It  is  not  mine,  I  got  the  information  from  the 
CBO  Report. 

Senator  Simon.  Here  is  where  we  are,  and  that  is  what  has  hap- 
pened. You  can  see  this  appreciable  downgrade,  and  here  is  2001, 
and  what  we  are  suggesting  is  a  level  of  gradual  decline,  appre- 
ciably less  than  has  happened  the  last  2  years.  We  are  not  asking 
for  anything  that  is  that  dramatic.  We  are  asking  that  we  do  some- 
thing for  the  future  of  our  kids. 

Every  generation  of  Americans  has  taken  care  of  themselves  and 
invested  in  the  future.  We  are  the  first  generation  of  Americ£ins  to 
partially  take  care  of  ourselves  and  borrow  from  the  future.  We 
have  to  face  up  to  this.  I  know  it  is  tough  for  an  Administration, 
because  you  would  sooner  have  those  figures  where  you  can  have 
a  Uttle  more  leeway,  but  I  think  we  have  to  face  up  to  this. 

Warren  Buffet,  who  is  listened  to  a  great  deal  in  the  economic 
field,  says  we  are  either  going  to  have  a  constitutional  amendment 
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or  we  are  going  to  end  up  monetizing  the  debt.  I  think  that  is  the 
reality. 

Let  me  just  ask  you  one  question:  Do  you  know  of  any  country 
that  has  gone  close  to  75  percent  of  lifetime  income  on  taxation 
that  has  not  ended  up  monetizing  the  debt? 

Dr.  Tyson.  It  would  be  inappropriate  for  me  to  answer  that  ques- 
tion, because  I  have  no  idea  what  the  comparable  numbers  are  for 
other  countries  at  this  point  in  time.  I  do  not  even  think  that  is 
the  issue  here.  The  issue  here,  it  seems  to  me,  is  is  a  balanced 
budget  amendment  good  for  the  economy,  and  I  think  the  answer 
is  no. 

And  I  think  the  answer  is  no,  because  I  am  not  comforted  by  the 
fact  that  a  60  percent  majority  could,  if  they  so  decided  and  there 
were  not  the  sort  of  pressures  of  short-term  political  advantage,  to 
get  the  economy  out  of  some  difficulty.  But  I  do  not  want  to  be 
hamstrung  by  having  to  depend  upon  the  60  percent  majority  in  a 
complicated  set  of  political  circumstances  to  make  what  is  the  cor- 
rect judgment  for  the  macroeconomy. 

There  is  widespread  agreement  among  macroeconomists  of  dif- 
ferent persuasions,  running  really  the  ideological  gamut  across  the 
economic  spectrum,  there  is  widespread  agreement  that  a  balanced 
budget  amendment  is  not  a  good  idea,  because  it  takes  away  one 
of  the  strengths  of  a  modem  market  economy,  which  is  the  ability 
of  fiscal  policy  to  automatically  stabilize  the  cyclicality  of  the  econ- 
omy. 

Even  if  we  are  for  the  next  5  years  or  so  in  a  period  of  sustained 
expansion,  even  if  our  best  projections  turn  out  to  be  true,  I  agree 
with  Senator  Domenici  that  modem  market  economies  have  inher- 
ent cyclicality.  And  one  of  the  things  that  we  came  out  World  War 
II  with,  not  just  here  but  throughout  the  advanced  industrial 
world,  was  a  realization  that  fiscal  policy  by  being  countercyclical 
could  moderate  the  ups  and  downs  of  cyclicality. 

What  we  are  doing  here  is  we  are  sa3ring  we  are  going  to  tie  one 
hand  behind  our  back.  Maybe  we  can  do  it,  if  we  get  the  60  percent 
vote,  but  if  we  cannot,  the  recession  will  be  deeper,  more  people 
will  be  unemployed,  you  take  what  is  a  natural  cyclical  downturn 
and  you  aggravate  it.  So  I  think  it  is  bad  for  the  economy  for  that 
reason. 

I  also  think  it  is  bad  for  the  economy  in  the  short-  to  medium- 
run.  We  can  talk  about  the  2001  and  how  far  out  it  goes,  but  the 
point  is  that,  according  to  the  simulations  we  have  done  and  others 
are  doing — there  are  other  forecasting  agencies  doing  simulations — 
it  is  extremely  likely  that  a  balanced  budget  amendment  enforced 
some  time  in  this  decade,  that  is  bringing  the  structural  budget 
down  to  zero  sometime  by  the  end  of  this  decade,  will  have  a  seri- 
ous and  contractionary  effect  on  the  economy. 

Why  take  the  economy  at  a  moment  in  time  when  its  fundamen- 
tals look  good,  when  the  debt  is  coming  down  relative  to  the  GDP 
and  the  deficit  is  coming  down  relative  to  GDP  and  inflation  is  low, 
and  we  have  begun  to  make  the  hard  and  right  choices,  why  take 
that  moment  in  history,  which  does  not  come  too  often,  and  subject 
the  economy  to  an  additional  contractionary  impulse,  a  substantial 
contractionary  impulse? 
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Remember,  what  our  numbers  are  sajdng  is  we  might  have  to 
have  interest  rates  fall  by  2  percentage  points,  200  basis  points. 
That  is  a  lot.  Do  we  want  to  depend  upon  that?  Do  we  want  to  say 
to  the  economy,  we  will  take  this  much  out  in  fiscal  stimulus  and 
we  hope  that  the  financial  markets  give  us  200  basis  points?  These 
would  be  unprecedented  in  terms  of  low  interest  rates.  So  I  think 
it  is  bad  for  the  economy,  both  in  terms  of  its  contractionary  im- 
pulse and  the  limit  on  countercyclical  fiscal  policy. 

The  point  on  budget  gimmickry  is  frankly  that,  since  you  admit, 
the  hard  choices  are  not  made  by  signing  onto  the  constitutional 
amendment.  The  hard  choices  are  do  you  want  to  increase  reve- 
nues, do  you  want  to  cut  social  security,  do  you  want  to  cut  health 
care  spending.  Those  are  the  hard  choices.  The  interest  payments 
on  the  debt  we  are  not  going  to  cut.  They  move  with  the  interest 
rate  on  the  debt. 

So  you  have  three  hard  choices  here — or  defense,  I  will  put  de- 
fense on.  We  have  four  hard  choices.  That  is  where  all  the  money 
is.  That  is  where  the  big  money  is.  So  you  are  going  to  have  to  take 
on  one  of  those  things. 

Now,  people  are  signing  this  or  saying  they  are  going  to  sign  it, 
and  there  is  big  disagreement  among  the  people  about,  well,  some 
people  will  say  I  will  cut  defense,  others  will  say  I  will  cut  health, 
others  will  say  I  will  increase  taxes.  I  am  not  at  all  convinced  that 
at  the  end  of  the  day  there  would  be  an  agreement  on  how  to  bal- 
ance the  budget,  and  so  what  would  be  the  consequence  of  that? 
Budget  gimmickry.  I  mean  you  have  the  balanced  budget,  if  it  is 
in  effect,  the  balanced  budget  amendment  is  in  effect,  no  one  can 
agree  on  what  to  cut  or  what  taxes  to  increase,  it  is  all  too  difficult. 
So  in  order  to  get  around  it,  you  go  to  gimmickry,  and  that  is  really 
a  serious  concern. 

Finally,  one  other  point:  As  the  CBO  pointed  out  and  we  have 
pointed  out,  there  are  really  only  two  issues,  there  are  two  things 
that  are  driving  those  deficit  numbers  up  after  the  year  2000.  They 
are  health  care  spending  and  interest  payments  on  the  debt.  Inter- 
est payments  on  the  debt,  basically  we  can  work  on  getting  the 
economy  in  order,  so  that  interest  rates  stay  down  and  that  helps. 
Then  the  only  way  to  get  a  handle  on  debt  accumulation  is  to  get 
a  handle  on  health  care. 

So  why  not  then  have  a  full-fledged  discussion  of  health  care  re- 
form? Why  discuss  the  balanced  budget?  Why  not  discuss  health 
care  reform  and  how  to  get  those  health  care  spending  numbers 
under  control? 

Senator  SiMON.  If  I  may  just 

Chairman  Sasser.  Senator  Simon,  you  made  a  long  talk  and  I 
do  not  mind,  but  Senator  Gorton  has  been  waiting  here,  too. 

Senator  Simon.  If  I  can  have  1  more  minute. 

Senator  Gk)RTON.  I  am  going  to  give  him  that,  because  he  is  talk- 
ing about  the  same  subject  I  had. 

Senator  Simon.  On  health  care,  I  am  cosponsor  of  the  President's 
program.  I  am  for  it.  But  to  suggest  that  that  is  going  to  solve  our 
deficit  problems  is  living  in  a  dream  world.  It  is  just  not  going  to 
happen.  It  is  going  to  help,  I  think,  but  it  is  not  going  to  solve  the 
problem. 
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In  terms  of  economists,  the  majority  of  economists  are  on  the 
other  side,  though  that  number  is  shrinking.  I  am  pleased  to  say 
there  are  more  and  more  who  are  coming  around.  I  got  a  note  from 
a  distinguished  economist  the  other  day  who  is  widely  recognized 
who  said  while  I  have  opposed  it  in  the  past,  I  think  it  is  a  bad 
idea  whose  time  has  come.  He  said  I  think  it's  essential  now  for 
the  Nation  to  do  it. 

One  of  those  four  big  items  that  you  mention  is  interest,  of 
course,  and  if  we  can  get  that  down,  then  that  is  going  to  help  the 
future  immensely. 

Finally,  I  have  the  choice  of  agreeing  with  Dr.  Tyson  or  Thomas 
Jefferson,  who  was  not  in  the  United  States  when  the  Constitution 
was  written.  When  he  returned  in  1787 — he  was  over  in  Paris  ne- 
gotiating for  us — when  he  returned,  he  said  if  I  can  add  one 
amendment  to  the  Constitution,  it  would  be  to  prohibit  the  Federal 
Government  from  borrowing  money,  one  generation  should  not  be 
able  to  obhgate  the  next  generation.  He  wanted  an  absolute  prohi- 
bition. 

We  provide  greater  flexibility.  But  faced  with  a  choice  of  agreeing 
with  Dr.  Tyson  or  Thomas  Jefferson,  you  will  forgive  me  for  agree- 
ing with  Thomas  Jefferson. 

Dr.  Tyson.  I  would.  I  just  wish  I  had  had  the  opportunity  to  try 
to  convince  Mr.  Jefferson.  [Laughter.l 

Chairman  Sasser.  Senator  Gorton? 

Senator  Gk)RTON.  I  feel  that  I  am  in  a  wonderfully  appropriate 
position  now,  all  thanks  to  that  magnificent  statement  that  you 
made.  I  may  add  one  other  arrow  to  your  quiver,  which  I  hope  will 
at  least  slightly  mollify  the  views  of  the  witness  here. 

Last  November,  in  the  State  of  Washington,  the  people  of  the 
State  voted  on  two  initiatives  on  fiscal  matters,  on  which  I  suspect 
the  Senator  from  Illinois  would  have  voted  against,  rolled  back  all 
of  the  new  tax  increases  that  had  been  passed  by  the  Legislature 
of  the  State  of  Washington  in  the  last  year. 

The  other  was  as  very  close  parallel  to  the  constitutional  amend- 
ment of  which  you  are  the  chief  sponsor,  and  it  passed.  Essentially, 
what  it  did  was  to  say  that  a  super  majority  was  required  for  the 
State  analogies  to  your  constitutional  amendment,  in  effect  to  in- 
crease the  share  of  the  product  of  the  State  that  was  devoted  to 
government,  to  balance  spending  and  taxing  pressures. 

Of  course,  all  of  us  know  that  here  we  are  under  far  more  pres- 
sure fi"om  lobbying  organizations  who  want  us  to  spend  money  than 
we  are  from  those  that  want  a  degree  of  fiscal  responsibility.  And 
in  a  sense,  what  your  constitutional  amendment  does  is  to  balance 
those  various  outside  pressures  by  making  the  hurdle  somewhat 
higher  to  engage  in  fiscal  irresponsibility. 

The  interesting  thing  is  that,  the  State  administration,  I  think 
it  is  fair  to  say,  is  something  of  an  analogy  to  the  National  Admin- 
istration at  the  present  time,  with  a  governor  who  was  vehemently 
against  both  initiatives.  The  governor  has  now  said,  OK,  the  people 
of  the  State  have  responded  in  this  fashion  and  we  are  going  to  re- 
spond in  that  way.  And  so  far,  at  least,  we  are  fining  out  that  it 
is  not  nearly  as  difficult  as  it  was  purported  to  be,  and  even  a  very 
Uberal  governor  is  at  least  fading  at  this  point,  but  he  thinks  that 
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he  can  live  with  the  requirements  that  the  people  of  the  State  have 
laid  on  him. 

So  I  commend  you  for  what  you  have  said.  Of  courses,  I  am  in 
agreement  with  you  on  the  issue,  but  you  now  have  at  least  the 
people  of  one  State  who  have  taken  exactly  the  kind  of  proposal 
which  you  have  here  and  established  it  as  the  law  of  the  State. 

In  that  connection  to  the  Chairman  here,  we  do  know  what  the 
position  of  the  Administration  is  on  Senator  Simon's  amendment, 
and  clearly  it  is  a  respectable  argument.  In  fact,  it  was  an  argu- 
ment I  bought  the  first  time  I  voted  on  such  an  amendment  back 
in  the  early  1980's,  only  eventually  to  be  persuaded  by  the  very 
kind  of  figures  that  Senator  Simon  was  talking  about.  We  were  told 
we  could  do  it  ourselves  in  1986,  and  we  find  8  years  later  that  the 
debt  is  twice  as  great  as  it  was.  That  became  a  persuasive  argu- 
ment to  me. 

With  all  of  the  real  accomplishments  in  this  budget  and  with  all 
of  the  statements  on  your  part  and  on  others  that  the  Administra- 
tion thinks  there  is  a  better  way,  that  we  should  not  go  to  the  bal- 
£uiced  budget  amendment,  why  is  it  that  there  is  no  balanced  budg- 
et foreseeable  on  the  basis  of  the  President's  own  figures  ever? 

I  think  it  is  perfectly  justifiable  for  you  to  say  look  how  much  we 
have  cut  the  budget  deficit.  But  you  have  no  program  in  this  budg- 
et, either  programmatically  or  in  any  other  fashion,  that  ever 
ceases  the  National  debt  from  increasing  by  $150  or  $170  billion 
a  year,  I  think  literally  forever. 

If  the  Administration  does  not  like  the  balanced  budget  constitu- 
tional amendment,  why  has  it  not  submitted  to  us  a  budget  that 
would  in  fact  be  balanced  at  least  by  the  time  that  Senator  Simon's 
amendment  calls  for  a  balanced  budget? 

Dr.  Tyson.  I  want  to  say  there  are  a  number  of  things  your  ques- 
tion has  not  raised.  The  first  thing  I  want  to  say  is  I  want  to  em- 
phasize that  it  is  not  that  the  Ackninistration  does  not  think  this 
proposed  amendment  is  a  good  way  to  balance  the  budget.  The  Ad- 
ministration does  not  think  this  amendment  will  balance  the  budg- 
et. 

I  really  want  to  emphasize  here,  this  is  a  question  about  what 
will  be  the  consequence  of  a  balanced  budget  amendment.  If  the 
balanced  budget  amendment  is  passed,  if  people  sign  it,  they  will 
say  we  are  bound  to  balance  the  budget  by  a  certain  year. 

I  believe,  and  I  believe  many  people  in  the  Administration  be- 
lieve, that  will  never  happen,  because  the  choices  involved  in  doing 
that  by  1999  or  2000  or  2001  are  not  choices  which  the  Congress 
will  be  able  to  make.  As  a  consequence,  we  will  have  an  amend- 
ment which  says  the  budget  is  balanced  by  1999  or  2000,  but  what 
will  happen  is  we  will  have  a  series  of  gimmicks  to  move  spending 
off  of  that  budget  into  some  other  budget  which  does  not  have  to 
be  balanced,  and  the  net  effect  of  that 

Senator  Gorton.  I  guess  she  did  not  listen  to  you,  Senator 
Simon. 

Dr.  Tyson.  No;  this  is  a  question  about  what  will  actually  hap- 
pen. I  did  listen.  This  is  a  question  about  what  will  actually  hap- 
pen. We  are  making  different  predictions  about  how  people  will  be- 
have once  a  balanced  budget  amendment  were  in  place.  That  is  the 
first  point. 
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The  second  point  is  the  Administration  beheves — and  maybe  I 
wrill  just  read  my  numbers  here — that  any  attempt  to  fully  balance 
the  budget  by  the  end  of  this  decade  puts  the  economy  under  se- 
vere contractionary  risk.  Deficit  reduction  is  contractionary.  Over  a 
long  period  of  time,  if  you  spread  it  out,  it  is  less  contractionary, 
but  it  is  contractionary. 

Now  let  me  just  read  what  we  did  here.  If  you  try  to  balance  the 
budget  in  1999,  this  would  change  a  little  bit  by  2001,  but  not  very 
much.  In  crude  terms,  this  would  require  reducing  the  annual  defi- 
cit by  about  $200  billion  in  that  year  on  top  of  that  deficit  reduc- 
tion for  that  year  which  is  already  contained  in  OBFJA  1993. 

If  you  use  a  standard  macro  model,  not  one  that  the  CEA  sort 
of  made  up  for  this,  but  a  standard  large-scale  macro  model  of  the 
economy,  you  see  that  in  the  year  2000,  real  GDP  would  be  $85  bil- 
lion less,  payroll  employment  will  be  2.5  million  jobs  lower,  the  un- 
employment rate  would  be  two  points  higher,  and  this 
contractionary  scenario  assumes  that  the  Federal  Reserve  will  act 
to  reduce  short-term  interest  rates  by  2-full  percentage  points,  200 
basis  points.  And  for  that  200  basis  point  reduction,  you  have  an 
unemployment  rate  which  is  two  points  higher  and  a  payroll  em- 
ployment level  which  is  2.5  million  jobs  lower. 

That  is  why  I  suggest  it  is  very  unlikely  to  occur,  because  as  soon 
as  the  economic  consequence  of  an  attempt  to  balance  the  budget 
by  the  year  1999  or  2000  were  recognized,  as  soon  as  the  evidence 
started  coming  in  of  the  effects  on  the  economy  of  doing  that,  peo- 
ple would  move  away  from  the  reality  of  balancing  the  budget  to 
gimmicks,  and  that 

Senator  Gorton.  That  is  certainly  an  answer,  but  I  just  want  to 
see  whether  I  get  your  position  clear.  It  is  your  belief  that  we 
should  not  try  to  balance  the  budget  by  the  year  2001? 

Dr.  Tyson.  It  is  my  belief  that  we  should  not  try  to  get  to  fiill 
balance  by  the  year  1999.  That  is  what  these  numbers  are  for,  so 
I  will  leave  that  and  I  can  come  back  to  the 

Senator  Gorton.  Well,  if  you  proposed  an  amendment  which  is 
2001 

Dr.  Tyson.  I  just  found  that  out.  I  can  come  back  with  the  num- 
bers, but  my  anticipation  is  they  would  not  be  very  different,  but 
I  am  happy  to  come  back  with  the  nimibers. 

The  point  is  that  the  deficit  is  on  a  declining  path  already  rel- 
ative to  the  size  of  the  economy,  the  debt  is  on  a  declining  path  al- 
ready relative  to  the  size  of  the  economy.  The  major  reason  why 
things  reverse  after  the  end  of  this  decade  is  health  care.  Why  not 
have  a  real  full-fledged  national  debate  about  health  care?  That  is 
the  issue  in  terms  of  the  deficit.  The  rest  of  the  deficit  has  been 
brought  under  control. 

Finally,  I  think  there  is  another  point  that  is  really  missed  in 
this  discussion,  and  that  is  in  thinking  about  what  we  give  to  our 
children,  you  cannot  just  think  about  the  debt  we  give  to  our  chil- 
dren. You  have  to  think  about  whether  we  give  them  a  prosperous 
economy.  You  have  to  think  about  whether  you  give  them  edu- 
cation and  training.  You  have  to  think  about  whether  we  give  them 
a  modem  infi*astructure,  whether  we  give  them  modem  tech- 
nologies. 
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If  we  try  to  balance  the  budget  by  1999  or  2000  on  the  backs  of 
our  children,  that  is  we  cut  training,  we  cut  education,  we  cut  in- 
frastructure, we  cut  health  care  spending,  we  cut 

Chairman  Sasser.  Defense. 

Dr.  Tyson  [continuing].  Defense.  Fine,  we  cut  defense,  we  cut 
into  the  National  security  of  the  country.  We  have  reduced  the  debt 
burden  for  our  children,  but  we  have  reduced  a  lot  of  other  things 
that  contribute  to  their  well-being,  as  well. 

Chairman  Sasser.  Thank  you.  Dr.  Tyson. 

Senator  Gorton.  Thank  you. 

Senator  SiMON.  Would  my  colleague  yield  me  for  30  seconds? 

Senator  Domenici.  Yes. 

Senator  SiMON.  I  would  just  point  out  that  CBO  says  that,  over 
a  4-year  period  through  reconciliation  last  year,  you  reduce  the  def- 
icit $433  billion,  and  that  has  been  a  boon  to  the  economy,  as  you 
have  testified. 

CBO  also  says  if  we  get  a  balanced  budget,  we  would  have  to 
over  a  period  of  years  reduce  the  deficit  another  $600  billion.  That 
you  say,  instead  of  being  a  boon  to  the  economy,  that  is  going  to 
be  a  terrible  thing  for  the  economy.  I  cannot  quite  see  why  one  is 
a  great  boon  to  the  economy  and  the  other  thing  is  a  great  terrible 
thing  for  the  economy.  I  think  there  is  a  slight  inconsistency. 

Dr.  Tyson.  No;  it  is  basically  because  of  where  we  are  starting 
out.  We  started  out  with  much  higher  interest  rates,  so  there  was 
much  more  room  for  substantial  reduction  in  interest  rates.  We  are 
now  at  a  situation  where  interest  rates  are  quite  low  historically, 
and  the  question  is  can  we  anticipate  a  long-term  interest  rate  of 
3  percentage  points. 

Historically,  it  is  risky,  it  is  very  risky.  It  is  very  risky.  I  want 
to  say  it  subjects  the  economy  to  a  substantial  amount  of 
contractionary  risk  which  we  do  not  believe  is  necessary.  We  be- 
lieve that,  instead,  you  should  handle  the  issue  about  the  deficit 
through  health  care  reform. 

Senator  Simon.  Historically,  the  interest  rates  at  times  have 
been  much  lower.  One  of  my  predecessors,  Paul  Douglas,  an  econo- 
mist, made  a  speech  warning  about  the  deficit.  That  year,  1950,  the 
average  prime  rate  in  this  Nation  was  2.0  percent. 

Chairman  Sasser.  Interestingly  enough,  in  1950,  the  ratio  of 
debt  to  GDP  was  82.4  percent.  I  think  today  is  what,  52  percent. 
Dr.  Tyson? 

Dr.  Tyson.  And  going  down,  and  reversing,  going  down  relative 
to  GDP. 

Chairman  Sasser.  Senator  Domenici? 

Senator  Domenici.  Thank  you  very  much,  Mr.  Chairman. 

Dr.  Tyson,  let  me  share  a  few  thoughts  with  you  and  you  give 
me  your  views.  In  terms  of  your  discussion  on  a  balanced  budget 
amendment  I  read  in  your  comments  that  the  one  thing  we  ought 
to  go  ahead  and  debate  fully  is  health  care  costs,  one  of  the  causes 
of  large  deficits. 

Inherent  in  that,  I  assume,  is  your  belief  that,  if  the  President's 
health  care  plan  were  passed,  we  would  significantly  reduce  the 
deficit  in  the  future,  because  we  would  get  health  care  costs  under 
control. 
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Let  me  ask,  what  if  that  does  not  work  out  that  way?  If  you  get 
your  three  new  entitlement  programs  and  the  subsidy  for  those 
who  do  not  have  insurance — which  I  would  say  are  four  entitle- 
ment programs,  some  of  us  think  that  we  would  have  dumped  on 
the  economy  the  very  thing  we  have  been  saying  we  ought  to  fix 
and  cure,  and  we  have  done  it  in  a  way  that  is  most  apt  to  be  un- 
controllable. 

Now  you  might  answer  that  what  is  controllable  is  the  mandated 
premium  increase.  I  am  not  at  all  sure  of  that,  because  you  also 
say  you  want  improved  quality.  When  you  add  a  cap  like  that,  one 
way  or  another  you  are  going  to  limit  what  people  can  get  out  of 
health  care.  This  is  a  backdoor  kind  of  rationing  and  maybe  you 
ought  to  just  say  that  that  is  what  you  want,  and  this  would  be 
a  way  of  doing  it  but  you  just  cannot  get  the  same  kind  of  care, 
if  the  group  delivering  it  cannot  afford  it  at  the  capped  premium 
rate.  They  are  going  to  have  to  cut  something,  are  they  not? 

Dr.  Tyson.  Yes. 

Senator  DOMENICI.  It  seems  to  me  that  what  we  ought  to  be  look- 
ing at  together  is  not  what  we  do  in  this  system  for  next  year  or 
the  year  after  or  the  year  after  that,  but  what  we  can  change  that 
in  7  or  8  years  is  clear  and  patent,  and  could  be  measured  as  a 
trend  breaker.  Frankly,  I  am  not  at  all  sure  that  we  are  on  the 
right  track,  assuming  that  it  is  going  to  be  health  care  that  breaks 
the  deficit-raising  trend. 

Maybe  you  ought  to  tell  me  that  you  really  have  great  confidence 
that  your  hegilth  care  plan  is  going  to  do  that.  I  do  not  see  how  ulti- 
mately you  are  going  to  get  very  big  savings  in  health  care,  if  you 
do  all  the  things  that  the  President  wants  to  do  in  changing  health 
care.  And  I  do  not  think  the  American  people  believe  that  either. 
You  know,  you  are  telling  them  you  are  going  to  do  all  these  won- 
derful new  things — you  are  going  to  cover  prescription  drugs  that 
are  not  covered,  and  you  are  going  to  take  care  of  everybody  that 
does  not  now  have  coverage  and  do  it  in  a  new  and  different  way. 

They  may  want  all  of  this,  but  they  are  not  fooled.  Look  at  our 
past  estimating  ability  on  health  care  costs.  It  must  come  to  your 
mind  whether  you  can  accept  the  notion  that  we  are  really  going 
to  spend  less.  We  were  off  by  800  percent  in  estimating  medicare 
hospital  coverage  through  1990. 

So  I  do  not  think  the  answer  to  our  deficit  problem  is  being 
against  the  balanced  budget  which  happens  to  focus  on  the  issue. 
Nor  is  it  an  answer  to  say  we  are  going  to  get  the  deficit  under 
control  if  we  just  do  health  care,  unless  you  have  some  way  of  real- 
ly demonstrating  that  your  health  care  plan  is  going  to  get  health 
care  costs  under  control. 

Frankly,  I  was  saying  we  would  iiever  get  it  under  control  with 
a  whole  new  package  of  programs  before  I  had  any  evidence.  It  was 
just  intuitive.  But  I  think  it  is  pretty  fair  to  conclude  that  CBO  cal- 
culates your  health  c£U"e  estimates  are  $133  billion  off  over  the  next 
5  years,  and  that  is  on  the  government  expenditures  side.  So  when 
you  keep  saying  it  is  a  big  trillion-dollar  system,  that  is  cost  to  the 
government.  Whatever  we  pay  for  in  your  plan  that  replaces  our 
current  medicare  and  medicaid  are  projected  to  go  up,  not  down, 
in  a  rather  significant  way  for  the  next  5  years. 
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To  me  it  is  very,  very  dangerous  to  place  deficit  reduction  on  this 
one  pillar. 

Dr.  Tyson.  I  want  to  say  what  I  was  saying  about  the  balanced 
budget  amendment  and  health  care  is  the  way  I  think  one  should 
approach  the  problem  of  the  budget  is  to  look  and  see  which  parts 
of  the  budget  are  really  not  under  control,  which  seem  to  be  on  an 
unsustainable  path. 

If  you  look,  for  example,  at  social  security  relative  to  the  size  of 
the  economy,  that  has  actually  been  very  stable  for  quite  some  time 
now.  We  handled  that  problem  once  through  a  commission,  and 
sometime  in  the  next  century  we  will  have  to  handle  the  problem 
of  the  bulge  in  the  population,  the  baby-boomers  getting  old  and  re- 
tiring. 

We  have  defense  on  a  downward  trend,  and  we  have  revenues 
relative  to  GDP,  and  overall  government  spending  relative  to  GDP 
on  downward  trends.  What  is  not  on  a  downward  trend  is  heedth 
care  spending  relative  to  GDP,  and  that  is  really  why  I  said  I 
would  rather  see  the  Nation  debate  that  issue  than  sort  of  debate 
the  budget  in  general,  because  I  think  that  is  what  the  numbers 
tell  you. 

Now,  having  said  that,  first  let  me  point  out  that  the  CBO  analy- 
sis, although  it  does  say,  as  you  pointed  out,  that  in  the  5-year  pe- 
riod through  the  end  of  this  decade,  they  disagree  with  our  num- 
bers and  they  think  that  our  plan  will  add  $138  billion  to  the  defi- 
cit. They  also  say  absolutely  clearly  that,  by  2004,  they  believe  our 
plan  will  result  in  significant  deficit  reduction.  They  also  point  out 
correctly  that  our  plan  is  the  only  one  plan  that  is  detailed  enough 
to  be  able  to  allow  you  to  go  out  to  2004  and  say  what  is  going  to 
be  the  effect  on  national  health  care  spending  and  what  is  going 
to  be  the  effect  on  the  government  budget  deficit. 

So  I  think  as  far  as  the  long-term  deficit  reduction  strategy,  CBO 
has  confirmed  that  our  plan  will  slow  the  rate  of  growth  of  national 
health  care  spending,  slow  the  rate  of  growth  of  business  health 
care  spending,  and  ultimately  slow  the  rate  of  growth  of  the  Fed- 
eral budget  deficit. 

Now,  I  think  our  position  was  stated  yesterday  fairly  clearly,  and 
I  will  state  it  agsdn.  We  feel  that  the  difference  in  the  short  term, 
that  is  between  now  and  the  end  of  the  decade,  the  difference  be- 
tween the  CBO  estimates  and  ours,  are  small  enough  that  we  can 
figure  out  a  way,  in  negotiating  with  CBO  and  Members  of  Con- 
gress and  as  the  plan  moves  forward,  to  make  sure  that  difference 
disappears. 

There  are  lots  of  ways  to  make  adjustments  in  our  plan  to  come 
up  with  at  least  a  deficit  neutral,  and  if  one  wants,  a  deficit  reduc- 
ing, plan  within  the  period  1994  to  2000,  and  that  is  our  commit- 
ment. We  have  to  look  at  the  numbers,  we  have  to  work  with  CBO 
and  work  with  Members  of  Congress  to  make  sure  that,  as  the  plan 
evolves  and  in  its  final  form  as  it  passes,  that  that  is  taken  care 
of.  I  think  we  have  to  believe,  all  of  us  have  to  believe  that  the  plan 
we  pass  is  a  plan  which  will  deed  with  the  deficit  problem. 

Senator  DoMENici.  The  recent  "Economic  and  Budget  Outlook: 
FY  1995"  fi-om  the  Congressional  Budget  Office,  shows  on  page 
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281  ^  the  budget  outlook  through  2004,  10  years  from  now.  The  defi- 
cit in  2004  projected  to  be  $365  bilhon.  Now,  you  said  a  while  ago 
that  you  did  not  think  we  should  have  a  balanced  budget  in  10 
years.  How  big  should  the  deficit  be  in  10  years?  What  should  our 
goal  be? 
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Box  2-1. 
The  Ten-Year  Budget  Outlook 


If  current  policies  stay  unchanged,  the  federal 
deficit  will  climb  steadily  after  the  late  1990s, 
according  to  the  Congressional  Budget  Office's 
latest  look  at  the  10-year  picture.  CBO  projects 
that  the  federal  deficit  (excluding  deposit  insur- 
ance) will  be  essentially  flat  in  1995  through 
1998.  But  it  climbs  every  year  after  that,  ulti- 
mately topping  $360  billion  in  2004  (see  table). 
Of  greater  concern  is  the  deficit's  trend  as  a 
share  of  gross  domestic  product;  from  2.2  per- 
cent in  1998,  it  inches  up  in  every  year,  ap- 
proaching 3Vz  percent  of  GDP  in  2004. 

What  accounts  for  the  escalating  deficits 
after  1999?  The  answer  lies  basically  in  the 
outlook  for  one  fast-growing  and  one  slow- 
growing  area  of  spending:  health  care  and  dis- 
cretionary spending. 

Outlays  for  the  two  big  health  care  programs. 
Medicare  and  Medicaid,  climb  steadily  by  10 
percent  or  more  every  year  over  the  10-year 
period.  Thus,  they  also  climb  as  a  percentage  of 
GDP:  from  3.7  percent  in  1994  to  6.3  percent  in 
2004.  Discretionary  spending,  in  contrast,  sinks 
as  a  share  of  GDP  throughout  the  entire  period. 
Constrained  by  caps  through  1998,  it  barely 
grows  at  aU  in  dollar  terms  through  then  and 
falls  from  8.2  percent  to  6.7  percent  of  GDP— 
more  than  offsetting  the  climb  in  health  care 
spending.  But  the  caps  expire  after  1998,  and 
^}propriations  are  assumed  to  rise  again  in  step 
with  inflation  (in  keeping  with  standard  baseline 
methodology).  Thus,  although  discretionary 
programs  continue  to  sink  as  a  share  of  GDP  in 
1999  through  2004,  their  decline  (to  6  percent  in 
2(X)4)  is  less  precipitous  than  in  the  earlier 
period  and  is  not  sufficient  to  overcome  the 
unrelenting  rise  of  health  care  spending. 

Most  other  areas  of  the  budget  change  little 
in  relation  to  GDP  over  the  1999-2004  period. 
Revenues  slip  from  19  percent  to  18.8  percent  of 
GDP.  Mandatory  spending  other  than  Medicare 
and  Medicaid  is  expected  to  stay  roughly  con- 
stant as  a  share  of  GDP.     The  biggest  such 


program.  Social  Security,  remains  at  4.8  percent 
of  GDP;  even  by  2004,  the  fu^t  members  of  the 
post-World  War  II  baby  boom  are  still  four 
years  from  eligibility  for  retirement.  Net  interest 
outlays  hover  around  3  percent  of  GDP,  and  the 
ratio  of  debt  to  GDP-which  is  basically  flat  in 
1994  through  1999— creeps  up  by  about  3  per- 
centage points  (from  52  percent  to  55  percent)  in 
the  five  years  thereafter. 

A  year  ago,  CBO  projected  that  the  deficit 
would  top  $650  billion  in  2003;  by  last  Septem- 
ber, CBO  had  chopped  its  projection  to  $359 
billion.  The  enormous  improvement  during  that 
six-month  period  was  almost  wholly  attributable 
to  the  enactment  of  an  ambitious  deficit  reduc- 
tion package.  The  newest  projection  for  2(X)3, 
a  deficit  of  $324  billion,  is  only  a  minor  revision 
in  comparison.  Of  the  $35  billion  revision,  two- 
thirds  stems  from  higher  revenues  as  CBO  has 
upped  its  estimate  of  potential  growth,  and  one- 
third  from  lower  interest  costs  as  CBO  has 
trimmed  its  estimate  of  federal  debt 

Of  course,  these  extrapolations  are  not  as 
detailed  as  CBO's  usual  five-year  estimates. 
Rather  than  produce  a  meticulous  10-year  pro- 
jection for  every  program  in  the  budget,  CBO 
attempts  simply  to  judge  the  likely  trends  in 
broad  clusters  of  spending  and  revenues.  And 
great  uncertainties  surround  such  long-range 
extrapolations.  The  economy's  performance  is 
a  big  question  mark;  these  projections  are  predi- 
cated on  continued  growth  in  real  GDP  of  2.3 
percent  annually  in  2000  through  2004,  on 
inflation  of  3.1  percent,  and  on  short-term  and 
long-term  interest  rates  (specifically,  rates  on 
three-month  Treasury  bills  and  10-year  Treasury 
notes)  of  4.7  percent  and  6.2  percent,  respec- 
tively. The  economy  is  bound  to  deviate  from 
these  assumptions  in  ways  that  caimot  be  antici- 
pated. And  other  major  uncertainties  abound, 
most  notably  about  future  trends  in  health  care 
spending  and  about  other  open-ended  commit- 
ments, such  as  the  pledges  for  deposit  insurance 
that  proved  so  costly  in  the  recent  past 


iSee  p.  321  and  322,  reprint  of  p.  28-29  "Economic  and  Budget  Outlook:  FY  1995". 
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CHAPTER  TWO 


THE  BUDGET  OUTLOOK    29 


The  Budget  Outlook  Through  2004  (By  fiscal  year) 


1994   1995   1996   1997   1998   1999   2000   2001   2002   2003   2004 


Revenues 

Outlays 
Discretionary 
Mandatory 

Sodai  Security 

Medicare 

Medicaid 

Civil  Service  and  Military  Retirement 

Other 

Subtotal 

Deposit  Insurance 
Net  Interest 
Offsetting  receipts 

Total 

DeficH 

Dericlt  Excluding  Deposit  Insurance 

Debt  Held  by  the  Public 

Revenues 

Outlays 
Dlscretlor^ary 
Mandatory 

Social  Security 

Medicare 

Medicaid 

Civil  Service  arxj  Military  Retirennent 

Other 

Subtotal 

Deposit  insurarK;e 
Net  interest 
Offsetting  receipts 

Total 

Deficit 

Deficit  Excluding  Deposit  Insurance 

Debt  Held  by  the  Public 


In  Billloni  of  Dollars 
1.251     1,338     1,411      1,479     1,556     1,630     1,706     1,783     1,868     1,958     2.054 

543        541        547        547        547        564        582        600        619        638        658 


318 

160 

86 

62 

177 

803 


335 
177 
96 
65 
171 
844 


352  370  388 

195  215  238 

108  1k1  135 

67  70  73 


168 
890 


184        191 
960     1,026 


408 
264 
151 
78 
199 


429 
290 
168 
81 
205 


450 
320 
186 
85 
211 


-5  -11  -14  •€  -4 
201  212  228  239  249 
■69    -77    -74    -78    -83 


1,099  1,173  1.253 

-4  -3  -3 

261  270  283 

-86  -90  -94 


473 
354 
206 
89 
218 
1,339 

-2 

298 
-98 


497  523 

392  435 

227  250 

92  96 

225  232 

1.433  1,536 


-2 

315 
-102 


-2 
334 
-106 


1.474  1,509  1,577  1,661  1,736 
223  171  166  182  160 
228        182        180        189        184 

3,462     3.642     3.822     4.021     4,218 

A*  ■  Percentage  of  GDP 

18.8       19.1        19.1        19.0       19.0 


1.834 

1,931 

2,039 

2,156 

2.282 

2.419 

204 

226 

256 

288 

324 

365 

208 
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258 
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326 

367 

4,441 

4.686 

4,961 

5^68 

5.611 

5.995 
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8.2 


7.7 


7.4 


7.0 


6.7 


6.6 


6.5 


6.3         6.2 


6.1 


6.0 


4.8 

4.8 

4.8 

4.8 

4.7 

4.7 

4.8 

4.8 

4.8 

4.8 

4.8 

2.4 

2.5 

2.6 

2.8 

2.9 

3.1 

3.2 

3.4 

3.6 

3.8 

4.0 

1.3 

1.4 

1.5 

1.6 

1.7 

1.8 

1.9 

2.0 

2.1 

22 

2.3 

0.9 

0.9 

0.9 

0.8 

0.9 

0.9 

0.9 

0.9 

0.9 

0.9 

0.9 

2.7 

2.4 

2.3 

2.4 

2.3 

2.3 

2.3 

2.2 

22 

22 

2.1 

12.1 

12.0 

12.1 

12.3 

12.5 

12.8 

13.0 

13.3 

13.5 

13.8 

14.1 

-0.1 

-0.2 

-0.2 

•0.1 

a 

a 

a 

a 

a 

■  a 

a 

3.0 

3.0 

3.1 

3.1 

3.0 

3.0 

3.0 

3.0 

3.0 

3.0 

3.1 

-1.0 

•1.1 

-1.0 

-1.0 

•1.0 

-1.0 

-1.0 

-1.0 

-1.0 

•1.0 

-1.0 

22.2  21.5  21.3  21.4  21.2  21.3  21.4  21.6  21.7  21.9  22.1 

3.4  2.4  2.2  2.3  2.2  2.4  2.5  2.7  29  31  3.3 

3.4  2.6  2.4  2.4  2.2  2.4  2.5  2.7  2.9  3.1  3.4 

52.2  52.0  51.7  51.7  51.5  51.7  52.0  52.5  53.1  53.9  54.9 


SOURCE:     Congrasslonal  Budget  Office, 
a.    Less  than  0.05  percent  of  GDP. 
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Dr.  Tyson.  I  would  have  to  say,  unfortunately,  and  maybe  re- 
vealingly,  there  is  no  economic  model  which  tells  you  the  optimal 
size  of  the  deficit  relative  to  GDP,  nor  does  it  tell  you,  incidentally, 
the  optimal  size  of  the  debt  relative  to  GDP.  As  Senator  Sasser  in- 
dicated, we  have  had  much,  much  higher  debt  levels  relative  to 
GDP  in  this  country  and  have  had  a  prosperous  economy.  So  there 
is  no  simple  answer  to  that  question. 

I  think  the  reahty  is  one  should  believe  that  one  is  on  the  course 
of  making  consistent  moves  towards  reducing  the  structural  imbal- 
ance relative  to  GDP.  This  number  suggests  that  there  are  upward 
trends  that  we  need  to  deal  with.  The  fact  that  the  numbers  are 
to  go  up  relative  to  GDP — I  do  not  look  at  the  actual  numbers,  but 
relative  to  GDP— do  suggest  that  there  are  some  things  that  we 
needs  to  do.  Does  it  have  to  go  to  1  percent  or  1.5  percent  or  2  per- 
cent or  2.5  percent  or  0?  There  is  not  an  economic  answer  to  that. 

Senator  DOMENICI.  I  guess  it  would  really  help  me  if  at  least  you 
would  say  that  a  $365  billion  deficit,  which  is  the  trend — do  you 
think  that  is  too  high? 

Dr.  Tyson.  What  I  would  say  is  I  do  not  like  the  deficit  going 
over  3  percent  relative  to  GDP.  That  is  disturbing.  That  is 
undoing — we  are  on  a  downward  trend  here  of  4.9  percent  of  GDP 
down  to  2.5  percent,  and  I  think  that  one  should  be  concerned 
about  moving  up  to  over  3  percent.  So  this  is  not  an  optimistic  pic- 
ture of  the  outyears  on  the  deficit,  but  that  is  how  I  would  put  it. 

Senator  DOMENICI.  You  have  talked  a  lot  about  how  the  Amer- 
ican economy  may  be  doing  very  well  overall:  American  business 
has  become  leaner  having  reduced  debt  significantly,  plant  has 
been  modernized,  and  productivity  is  up  somewhat.  These  are  all 
pluses  entering  into  this  era. 

But  at  the  same  time,  there  will  be  a  large  tax  burden  on  our 
young.  The  budget  says  that  future  taxpayers  will  have  to  give  up 
82  percent  of  their  earnings.  I  think  that  you  all  put  that  together. 
Interestingly  enough,  as  I  read  it,  the  reason  you  put  it  in  there 
is  to  say,  well,  it  is  high  time  we  cut  health  care  costs,  so  we  will 
not  cause  that  burden  to  continue  to  grow. 

Might  I  ask,  if  the  deficit  is  getting  up  to  $365  billion  and  you 
say  things  are  going  pretty  well  and  we  are  in  a  mode  for  growth, 
would  we  have  enough  tsuces  already,  or  could  we  put  more  on  and 
still  have  a  growth  oriented  economy? 

Dr.  Tyson.  The  problem,  as  you  pointed  out,  is  sometime  in  the 
next  century  the  deficit  relative  to  GDP  ratio  begins  to  rise.  The 
question  is  what 

Chairman  Sasser.  When  in  the  next  century.  Dr.  Tyson? 

Dr.  Tyson.  Well,  we  are  all  looking  at  the  same  numbers  here, 
so  let's  say  it  starts  to  rise  about — it  starts  to  get  into  levels  of  3 
percent  of  GDP  about  2003  or  2004. 

Senator  DOMENICI.  But  it  starts  to  rise  earlier  than  that. 

Dr.  Tyson.  It  starts  to  rise  earlier,  and  it  get  to  levels  of  3  per- 
cent in  that  era.  The  point  is  I  accept  the  notion  that  that  suggests 
there  is  more  work  that  needs  to  be  done  on  the  issue  of  the  defi- 
cits. All  I  was  suggesting  was,  in  thinking  about  how  to  address 
that  issue,  I  would  rather  think  about  it  in  terms  of  a  full-fledged 
discussion  of  health  care  reform,  theui  think  about  it  in  terms  of 
the  simple  balanced  budget  amendment,  which  does  not  solve  the 
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problem.  It  does  not  by  itself  make  any  choice  about  which  item  of 
spending  will  be  controlled  or  which  revenue  will  be  raised.  It  can 
be  a  revenue  issue  or  a  spending  issue,  but  it  has  got  to  be  one  or 
the  other. 

Senator  DOMENICI.  Thank  you,  Mr.  Chairman,  for  yielding  so 
much  time  to  me.  I  did  not  know  we  were  going  to  have  other  Sen- 
ators present.  We  are  joined  by  two,  so  I  will  hurry  here. 

You  know,  when  you  look  at  the  fact  that  82  percent  of  the  earn- 
ings of  future  taxpayers  are  going  to  be  used  for  government,  I  am 
not  very  impressed  with  the  idea  that  we  ought  to  spend  more 
money  to  have  job  training  and  education,  all  of  which  I  support, 
with  the  notion  that  that  will  all  be  great  for  people,  even  if  they 
are  going  to  have  to  pay  82  percent  of  their  earnings  to  the  govern- 
ment. I  do  not  think  they  are  going  to  be  very  happy  to  be  better 
trained  and  paying  82  percent  or  more  of  their  income  to  govern- 
ment. Maybe  you  could  give  me  your  thoughts  on  that. 

My  last  point,  I  do  not  really  think  we  ought  to  say  to  the  young 
in  our  country  that  your  future  in  terms  of  paying  less  taxes  is 
going  to  come  about  when  we  get  health  care  costs  down.  I  just 
want  to  leave  that  statement  as  mine.  I  have  8  children  and  they 
already  have  a  few  kids,  not  many.  I  imagine  we  will  have  30  or 
40  before  the  turn  of  the  century. 

Senator  Gramm.  I  hope  so.  Somebody  has  got  to  pay  for  these. 

Senator  DOMENici.  That  is  true,  but  I  do  not  think  I  want  to  look 
at  them  and  say  when  we  get  health  care  costs  under  control,  you 
are  all  going  to  be  so  much  better  off,  you  are  going  to  have  more 
income  to  keep.  I  would  not  do  that.  I  would  think  that 

Dr.  Tyson.  You  have  to  ask  yourself  what  alternative  you  would 
tell  your  children.  I  have  been  in  discussion  with  a  group  of  young 
people  that  were  proposing  that  the  major  way  to  handle  this  is 
through  basically  very  significant  cuts  in  the  Social  Security  Sys- 
tem. And  one  of  the  things  that  I  think  is  important  to  point  out 
to  them  is  what  that  does  for  their  own  future. 

It  may  change  their  tax  liability,  but  it  also  will  permanently 
change  their  abiUty  to  be  in  a  world  in  which  you  make  contribu- 
tions to  your  security  as  a  mature  person  and  then  have  security 
as  a  mature  person.  It  may  bring  people  who  are  young  now  into 
a  situation  of  impoverished  old  age,  which  is  what  was  the  stand- 
ard in  this  country  until  the  development  of  social  security. 

If  you  want  to  say  to  your  children  now,  we  are  going  to  try  to 
balance  the  budget  by  1999,  now,  listen,  this  is  what  might  happen 
as  a  consequence,  I  as  your  parent  might  not  have  a  job,  because 
there  are  going  to  be  2.5  million  fewer  jobs,  I  as  your  parent  may 
enter  the  pool  of  the  long-term  unemployed,  you  may  in  fact  not  be 
able  to  go  to  a  public  school,  there  may  be  more  crime  on  the 
street,  the  Defense  Department  may  not  be  able  to  provide  you  na- 
tional security,  but  I  can  promise  you  that  in  the  year  2020  your 
tax  burden  will  be  lower. 

I  do  not  think  that  if  you  give  the  choices  to  the  young  people 
of  America  about  what  needs  to  be  done  to  do  this  by  2002,  that 
they  would  make  the  choice.  But  if  you  just  say  to  them,  listen  to 
this,  82  percent  of  your  earnings  are  going  to  be  taxed  away  when 
you  are  50,  they  will  say  do  anjrthing  you  can,  but  tell  them  what 
the  reality  is. 


325 

Senator  DOMENICI.  You  missed  my  point.  My  point  was  that  we 
ought  to  get  that  burden  down 

Dr.  Tyson.  I  agree  with  you. 

Senator  Domenici  [continuing].  But  I  am  saying  I  do  not  think 
it  is  credible  to  say  it  is  going  to  be  done  with  health  care  reform, 
if  we  adopt  the  kind  of  program  currently  recommended.  So  we  are 
on  a  different  wave  length. 

Dr.  Tyson.  I  see.  So  you  are  talking  about  the  program,  rather 
than 

Senator  DOMENICI.  I  am  saying  if  that  is  what  you  expect  to  hap- 
pen, that  is  not  going  to  happen.  It  is  going  to  cost  more,  not  less. 

Dr.  Tyson.  I  think  that  we  should  work  together  to  achieve  a 
health  care  reform  which  we  pass  which  we  believe  will  do  the  job. 
The  CBO  suggests  that  our  plan  will  begin  to  do  the  job  by  2004. 
The  CBO  also  says  clearly  no  other  plan  that  is  out  there  is  de- 
tailed enough  to  judge  on  this  standard.  There  is  no  other  plan 
with  the  numbers  that  allow  you  to  determine  whether  it  will  be 
deficit  reducing  or  deficit  increasing  in  either  the  short-term  or  the 
long-term. 

I  think  what  we  should  do  is  work  together  to  make  sure  that 
the  health  care  reform  package  that  finally  passes  is  one  which  we 
believe  will  do  the  trick. 

Senator  Domenici.  I  just  want  to  read  this  sentence  into  the 
record.  CBO  says. 

Thus,  although  CBO  believes  that  the  most  important  estimates  presented  in  this 
paper  are  those  for  2004,  they  are  also  the  most  uncertain. 

Thank  you,  Mr.  Chairman. 

Dr.  Tyson.  This  is,  I  think,  a  general  issue  of  forecasting  into  the 
long  term.  That  is  correct. 

Chairman  Sasser.  Sure.  Senator  Sarbanes? 

Senator  Sarbanes.  Thank  you,  Mr.  Chgiirman.  Actually,  I  think 
that  last  quote  of  Senator  Domenici's  is  very  helpful  because  I  am 
struck  by  my  colleagues  on  the  other  side,  confronted  with  a  very 
positive  economic  picture  of  where  we  are  right  now  and  where  we 
will  be  next  year  under  the  most  realistic  assumptions,  saying  let's 
look  at  a  future  year  whatever  it  may  be.  The  response  to  that  is, 
yes,  there  are  things  that  we  need  to  do  between  now  and  then 
that  would  make  our  situation  better,  and  the  primary  thing  we 
need  to  do  is  health  care  reform. 

It  is  very  difficult  to  predict  what  the  economy  will  do  next  year, 
let  alone  what  it  will  do  in  the  year  2000. 

Let  me  ask  you  this  question:  Suppose  we  eliminated  the  deficit 
altogether  right  now.  We  went  over  the  floor  and  said,  we  are  going 
to  slash  spending  and  raise  taxes,  and  we  are  going  to  close  out 
this  deficit  right  here  and  now,  would  not  we  almost  certainly  pre- 
cipitate the  economy  into  an  economic  downturn? 

Dr.  Tyson.  Yes;  I  would  say  with  complete  certainty  if  we  did  it 
right  now. 

Senator  Sarbanes.  All  right.  Now,  if  we  precipitated  the  econ- 
omy into  an  economic  downturn,  by  trying  to  eliminate  the  deficit 
altogether  right  now,  would  not,  in  fact,  the  deficit  go  up  instead 
of  down  as  a  consequence  of  the  stagnation  of  economic  activity? 
Does  not  the  stagnation  of  economic  activity  cause  the  deficit  to 
rise? 


326 

Dr.  Tyson.  Yes;  it  does.  And  that  is  one  of  the  reasons  the  bal- 
anced budget  amendment  is  such  a  bad  idea  economically;  that  ba- 
sically in  a  recession,  the  deficit  would  have  a  tendency  to  go  up, 
and  then  you  would  have  to  be  fighting  against  that  normal  tend- 
ency from  the  cyclicality  of  the  economy  by  making  the  economy 
even  more  contractionary.  So  you  are  exacerbating  the  downward 
momentum  of  the  economy. 

Senator  Sarbanes.  So  in  effect,  you  would  be  working  at  counter- 
purposes.  You  would  be  trying  to  take  so  much  medicine  so  quickly 
that  you  might,  in  fact,  finish  the  patient  off  rather  than  help  to 
restore  the  patient  back  to  good  health. 

Let  us  look  at  where  we  are  right  now.  I  thought  our  current  eco- 
nomic figures  look  pretty  good.  I  note  that  even  if  you  try  to  project 
out  beyond  the  year  2000,  President  Bush  had  projected  a  deficit 
then  of  $663  billion,  and  I  think  the  current  projection  is  just  over 
$300  billion.  So  it  is  about  half  of  what  Bush  was  projecting.  Even 
if  you  try  to  take  that  long  view,  which  has  a  lot  of  problems  with 
it,  we  are  making  significant  strides. 

The  economy  now  is  growing  at  3  percent  a  year.  What  is  your 
forecast  for  1994? 

Dr.  Tyson.  3  percent. 

Senator  Sarbanes.  So  you  expect  a  drop  in  growth  fi'om  what 
was  achieved  in  the  last  quarter  of  1993.  We  will  not  sustain 
growth  at  that  level,  correct? 

Dr.  Tyson.  Right.  There  were  a  couple  of  specied  factors  which 
probably  contributed  about  2  percentage  points  in  that  growth. 

Senator  Sarbanes.  Am  I  correct  that  the  inflation  performance 
for  the  United  States  economy  in  1993,  for  the  year  just  completed, 
is  the  best  inflation  performance  since  1965  with  the  exception  of 
1  year  in  the  1980's  when  the  bottom  fell  out  of  oil  prices?  Is  that 
correct? 

Dr.  Tyson.  1964.  We  have  a  revised — it  is  even  better  than  1986, 
I  gather  now. 

Senator  SARBANES.  If  you  use  the  GDP  deflator. 

Dr.  Tyson.  Yes. 

Senator  Sarbanes.  If  you  use  the  CPI 

Dr.  Tyson.  If  you  use  the  CPI,  then  you  get  a  different  year  and 
a  different  result — exactly. 

Senator  SARBANES.  But  roughly  speaking,  on  the  inflation  front 
we  are  doing  the  best  we  have  done  in  30  years. 

Dr.  Tyson.  Generations. 

Senator  Sarbanes.  Then  there  are  some  who  are  concerned,  that 
we  are  going  to  get  inflation  because  of  a  rise  in  unit  labor  costs, 
but  unit  labor  costs  are  behaving  extremely  well  on  that  score,  are 
they  not? 

Dr.  Tyson.  Yes. 

Senator  Sarbanes.  And  productivity  growth,  what  has  happened 
on  productivity  growth? 

Dr.  Tyson.  Well,  productivity  growth  actually  slowed  in  1993,  be- 
cause there  was  a  slow  first  half  of  the  year,  though  it  was  positive. 
It  was  around  2  percent.  I  think  it  was  1.9  percent.  So  it  was  cer- 
tainly higher  than  the  1  percent  a  year  we  had  been  experiencing 
for  quite  some  time.  But,  on  the  other  hand,  it  was  a  little  less 
than  it  was  the  previous  year.  Still,  combined  with  the  very  great 
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moderation  in  wages  that  has  occurred  over  this  period,  unit  labor 
costs  have  continued  to  decline. 

Senator  Sarbanes.  My  understanding  is  that  from  the  first  quar- 
ter of  1993  through  the  last  quarter,  the  productivity  grew  at  2.6 
percent  annual  rate. 

Dr.  Tyson.  Again,  it  depends  upon  which  measure  you  are  using, 
but  that  is  fine. 

Senator  Sarbanes.  I  understand.  In  any  event,  any  measure  you 
use,  we  have  had  a  good  productivity  performance  in  1993.  Isn't 
that  correct? 

Dr.  Tyson.  Yes. 

Senator  Sarbanes.  More  than  double  what  we  were  experiencing 
over  the  previous  decade. 

Dr.  Tyson.  That  is  right. 

Senator  Sarbanes.  All  right. 

Dr.  Tyson.  As  a  long-term  trend,  that  is  right. 

Senator  Sarbanes.  All  right.  I  will  put  one  quick  question  here. 
I  see  the  light  is  on.  It  has  been  asserted  by  Senator  Simon  that 
we  have  never  had  a  debt-to-income  ratio  comparable  to  what  we 
have  now,  and  that  no  other  country  has  had  a  ratio  that  high,  and 
that  you  cannot  handle  a  debt-to-income  ratio  of  this  level  without 
monetizing  the  debt. 

First  of  all,  is  it  correct  that  the  United  States  has  never  had  a 
higher  ratio  than  exists  now?  Is  it  correct  that  other  countries  have 
not  had  such  high  ratios?  And  is  it  correct  that  you  cannot  handle 
these  higher  ratios  without  monetizing  the  debt? 

Dr.  Tyson.  It  is  certainly  not  correct  that  the  United  States  has 
not  had  higher  ratios.  The  United  States  has  had  higher  ratios  in 
terms  of  debt-to-GDP  ratios.  We  had  them  in  the  1950's.  We  have 
had  levels  as  high  as  80  percent  relative  to  GDP.  So  that  is  the 
first  point. 

The  second  point  is  that  other  countries  have  had  and  still  have 
higher  debt-to-GDP  ratios  than  we  have.  Italy  is  currently  over  100 
percent. 

And  then,  finally,  the  monetization,  if  you  conclude  that  there 
is 

Senator  Sarbanes.  Let  us  not  take  the  Italians. 

Dr.  Tyson.  I  am  just  giving  you  one  example. 

Senator  Sarbanes.  TaJte  the  Japanese  or  take  the  French  or  take 
the  Canadians. 

Chairman  Sasser.  Senator  Domenici  wanted  to  take  the  Itahans. 

Senator  Sarbanes.  Oh,  I  see.  All  right.  [Laughter.] 

Dr.  Tyson.  That  is  right.  D'Andrea.  I  think  of  the  ItaUans. 

The  point  is  that  the  answer  is  no  to  all  of  those  questions.  The 
United  States  has  had  a  higher  debt  to  GDP  ratio.  Many  successful 
economies — and  unsuccessftil  economies,  but  both  successful  and 
unsuccessful  have  higher  debt  to  GDP  ratios  than  we  currently 
have. 

I  want  to  add  that  ours  is  on  a  declining  trend  for  the  first  time 
since  1981. 

Senator  Sarbanes.  Yes,  repeat  that.  It  is  on  a  declining  trend, 
right? 

Dr.  Tyson.  It  is  on  a  declining  trend  for  the  first  time  since  1981. 
If  you  look  at  that  series,  the  debt-to-GDP  series,  it  is  a  very  re- 
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vealing  series  because  it  shows  that  from  the  end  of  World  War  II 
until  the  early  1980's,  debt-to-GDP  in  the  United  States  was  on  a 
downward  course.  In  the  early  1980's,  the  series  does  an  abrupt  re- 
versal and  goes  up  steadily  from  about  26  percent  of  GDP  to  52 
percent  in  1994.  And  now  it  is  reversed. 

So  I  think  it  is  important  to  at  least  note  that  we  have  a  change 
in  course,  and  finally  how  an  economy  responds  to  the  issue  of  the 
debt  is  a  matter  of  public  policy  choice.  There  is  nothing  in  the 
United  States  economic  history — nothing  in  the  United  States  eco- 
nomic history — which  would  suggest  that  the  United  States  at  any 
time  would  monetize  its  debt.  It  is  simply  inconsistent  with  all  of 
United  States  economic  history. 

Senator  Sarbanes.  Yes,  even  when  our  debt  ratio  was  much 
higher. 

Dr.  Tyson.  Right. 

Senator  Sarbanes.  Thank  you  very  much. 

Chairman  Sasser.  Thank  you.  Senator  Sarbanes. 

Senator  DOMENICI.  Mr.  Chairman,  I  came  back  in  a  hurry  be- 
cause I  was  listening  out  there,  and  there  was  a  big  discussion 
about  Italians. 

Chairman  Sasser.  Yes,  yes. 

Senator  Sarbanes.  Not  Italians  here.  Italians  over  there. 

Senator  DOMENICI.  Oh,  I  see.  Frankly,  I  was  going  to  tell  you, 
I  had  read  somewhere  that  your  maiden  name  was  Italian. 

Dr.  Tyson.  That  is  right. 

Senator  Domenici.  And  I  told  the  Chairman  about  10  minutes 
into  your  discussion  that  it  is  obvious  you  are  a  great,  eloquent 
Italian  because  you  very  much  know  how  to  use  your  hands  along 
with  your  voice.  [Laughter.] 

Dr.  Tyson.  Thank  you. 

Chairman  Sasser.  That  is  true.  He  did  say  that. 

Senator  Gregg? 

Senator  GREGG.  Thank  you.  It  is  hard  to  follow  that  with  a  more 
technical  discussion,  but  let  me  ask  this:  The  Fed  recently  raised 
interest  rates  by  a  quarter  of  a  percent,  £ind  there  are  some  people 
who  are  speculating  that  they  will  do  it  again.  Do  you  think  they 
should  raise  interest  rates  again  another  25  points? 

Dr.  Tyson.  The  Fed  reads  the  economy  as  we  read  the  economy. 
They  have  independent  experts  on  the  economy.  I  think  the  Fed  is 
committed,  as  we  are,  to  trying  to  maintain  the  very  propitious  cir- 
cumstances which  the  economy  is  in  right  now  for  a  period  of  sus- 
tained economic  growth.  The  Fed  is  independent  and  will  make  its 
assessment  of  what  they  think  should  be  done  to  maintain  these 
propitious  circumstances,  as  we  are  doing  the  same.  We  are  doing 
what  we  think  needs  to  be  done  on  those  parts  of  economic  policy 
which  we  control  to  make  sure  that  these  circumstances  are  main- 
tained. 

What  I  will  say  is  that  in  looking  at  economic  history  over  the 
post-war  period,  it  is  fairly  clear  that  in  a  period  of  sustained  eco- 
nomic expansion,  one  would  anticipate  some  upward  moves  in  the 
short-term  part  of  the  yield  curve,  and  the  rate  increase  last  week 
is  consistent  with  that  reading  of  economic  history  and  consistent 
with  our  forecast. 
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We  have  for  the  year  1994  £in  average  short-term  Treasury  bill 
rate  of  3.4  percent.  That  average  takes  into  account  that  the  rate 
may  rise  to  3.6  percent  by  the  end  of  the  year,  but  the  average  for 
the  year  would  be  3.4  percent.  And  the  average  for  next  year  would 
be  about  3.8  percent.  So  we  anticipated  some  increase  in  short-term 
rates  consistent  with  continued  expansion  in  the  economy. 

Senator  GREGG.  So  you  expect  short-term  rates  to  go  up  at  least 
50  basis  points  to  get  to  3.8  percent? 

Dr.  Tyson.  Well,  as  I  said,  we  are  talking  about  a  situation 
where  that  is  the  average  for  next  year,  3.8  percent  is  the  average. 

Senator  Gregg.  So  they  could  go  up  75  to  100? 

Dr.  Tyson.  Depending  upon  when  you  start,  from  what  date  you 
are  measuring. 

Senator  Gregg.  But  if  the  Fed  were  to  raise  rates  up  to — say 
they  went  to  4.25,  you  would  have  no  problem  with  that,  I  take  it? 

Dr.  Tyson.  I  thiink  what  I  would  say  is  that  right  now  our 
forecast 

Senator  Gregg.  If  on  the  average  that  produced  a  3.8- 


Dr.  Tyson.  Our  forecast  is  consistent  with  an  average  of  3.8  per- 
cent rate  for  1995.  Therefore,  we  do  not  feel  any  need  to  adjust  our 
forecast  for  rate  increases  which  keep  us  within  that  range  of  aver- 
ages. 

Senator  Gregg.  Now,  what  are  you  expecting  for  the  following 
year? 

Dr.  Tyson.  In  terms  of  the  3-month  bill  rate,  we  are  assuming 
that  it  actually  goes  to  an  average  of  4.10  percent  in  1996  and  4.40 
percent  in  1997.  We  have  it  then  projected  out  at  4.40  percent. 

Senator  Gregg.  Those  are  on  average? 

Dr.  Tyson.  Those  are  all  averages. 

Senator  GREGG.  So  you  really  do  expect  it  to  get  up  around  5  at 
some  point? 

Dr.  Tyson.  Well,  we  do  not  really  provide  and  make  available 
quarterly  detail  on  these  things.  I  think  that  our  view  is  for  the 
year — £ind  we  are  making  annual  forecasts.  What  we  need  to  have 
in  the  forecast  is  some  measure  of  the  average  short-term  yield 
during  that  period.  So  as  long  as  the  average  is  consistent  with 
what  we  are  forecasting,  our  growth  forecast  is  consistent  with 
that. 

Senator  Gregg.  Well,  I  understand  that.  I  am  just  trying  to  get 
a  feel  for  how  much  room  the  Administration  feels  the  Fed  should 
have,  recognizing  the  Fed  is  an  independent  agency,  but  it  appears 
to  me  that  you  feel  the  Fed  should  have  at  least  the  flexibihty  of 
almost  2  points  here  over  the  next  2  years. 

Dr.  Tyson.  I  think  I  would  say  that  basically  what  we  are  talk- 
ing about  in  1994  and  1995  is  a  total  of  80  basis  points  on  average. 
I  would  describe  it  differently  from  the  way  you  just  described  it. 

Senator  Gregg.  The  interest  rates  as  are  projected  in  the  CBO 
numbers  and  your  numbers,  I  think,  too,  compare  fairly  closely — 
the  amount  that  we  pay  on  interest  on  the  Federal  debt  compares 
fairly  closely  to  the  amount  of  the  deficit  that  is  being  projected 
over  the  next  10  years.  Have  you  noticed  that? 

Dr.  Tyson.  This  is  interest  payments  on  the  debt  and  the  deficit. 

Senator  GREGG.  Right. 

Dr.  Tyson.  Yes. 
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Senator  Gregg.  And,  in  fact,  basically  what  the  deficit  is  financ- 
ing is  our  interest  payments. 

Dr.  Tyson.  The  deficit — another  way  to  put  that  is  because  we 
accumulated  so  much  debt  in  the  last  12  years,  we  have  a  substan- 
tial bill  to  pay. 

Senator  Gregg.  We  are  borrowing  to  pay  money,  interest  on  the 
money  that  we  borrowed. 

Dr.  Tyson.  Decisions  were  made  in  the  past.  We  are  borrowing 
to  pay  off  debt  incurred  in  the  past  as  a  result  of  a  series  of 
decisions 

Senator  Gregg.  We  are  not  paying  off  the  debt.  We  are  paying 
off"  the  interest. 

Dr.  Tyson.  Paying  off  the  interest.  But  paying  off  the  interest  on 
the  debt,  yes,  that  is  right.  The  debt  coming  is  coming  down  rel- 
ative to  GDP.  It  is  not  coming  down  absolutely. 

Senator  Gregg.  If  you  were  running  a  household  and  you  were 
borrowing  money  to  pay  interest  on  debt  that  you  had  already  ac- 
cumulated, wouldn't  you  think  that  that  was  a  rather  weak  way  to 
manage  your  household? 

Dr.  Tyson.  I  do  not  think  the  country  should  have  allowed  itself 
to  get  in  the  situation  we  inherited,  but  it  did.  And  I  think  we  are 
the  first  Administration  in  12  years  to  make  a  serious  effort  to  re- 
verse the  trend.  So  I  do  not  think  we  should  have  inherited  the 
kind  of  deficit  and  debt  situation  that  we  inherited,  but  that  was 
the  reality.  And  I  think  we  have  taken  the  first  and  large  steps  to 
reverse  the  trend  and  to  get  us  into  a  sounder  fiscal  condition. 

Senator  Gregg.  We  are  acting  to  reverse  the  trends.  I  will  take 
that  representation  on  its  face.  But  if  you  look  at  the  numbers,  the 
trends  do  not  reverse.  The  trend  continues  to  be  that  we  are  bor- 
rowing money  to  pay  for  interest  on  borrowed  money.  So  we  are  not 
really  impacting  the  trend.  We  may  be  stabilizing  the  trend,  but  we 
are  not  impacting  the  trend.  And  I  guess  my  point  would  be  that 
if  you  were  just  talking  to  an  average  Americ£in  running  their 
household,  they  would  find  this  to  be  a  very  discouraging  scenario 
for  the  future  and  projecting  considerable  economic  disruption  for 
them  as  household  managers  and  might  want  to  turn  to  something 
Uke  a  balanced  budget  amendment  to  address  that. 

Dr.  Tyson.  I  have  two  reactions.  When  I  say  reversing  trends,  I 
tend  to  look  at  things  relative  to  the  size  of  the  economy.  And  I 
think  interest  payments  relative  to  the  size  of  the  economy  are 
coming  down,  the  debt  relative  to  the  size  of  the  economy  is  coming 
down,  and  the  deficit  relative  to  the  size  of  the  economy  is  coming 
down.  And  those  are  all  reversals  of  trends  from  the  1980's. 

As  far  as  what  the  American  public  might  want  on  the  issue  of 
deficit  reduction  between  now  and  1999,  I  think  the  only  way  to 
have  that  discussion  is  to  make  sure  that  people  understand  that 
any  attempt  to  achieve  bedance  by  1999  runs  a  very  grave  risk  of 
a  rather  significant  contraction,  and  it  also  requires  some  very  dif- 
ficult and  complicated  choices  involving  defense,  social  Security, 
taxation,  and  health  care  spending.  And  I  think  that  to  vote  for  the 
balanced  budget  amendment  without  making  clear  which  of  those 
tough  choices  you  are  willing  to  make  is  not  really  to  inform  the 
Americ£in  people  of  the  cost  of  making  those  choices. 
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Senator  Gregg.  I  guess  my  time  is  up.  I  appreciate  that.  I  hope 
to  follow  it  up. 

Chairman  Sasser.  All  right.  Thank  you,  Senator  Gregg. 

Senator  Gramm? 

Senator  Gramm.  Thank  you,  Mr.  Chairman. 

Dr.  Tyson,  welcome  to  our  committee.  I  want  to  just  ask  a  couple 
of  questions,  more  to  see  what  you  really  believe  than  anything 
else. 

Dr.  Tyson.  OK 

Senator  Gramm.  Do  you  really  beheve  this  Administration  had 
any  substantial  impact  through  its  poUcies  on  this  year's  inflation 
rate?  That  is  1993.  The  actual  number  we  have,  I  notice — and  let 
me  tell  you,  I  have  watched  other  Administrations  do  it.  The 
Reagan  administration  did  it  all  the  time.  The  Bush  administration 
did  it  all  the  time — that  is,  celebrate  projections.  So  I  am  going  to 
ask  my  question  in  terms  of  the  hard  reality. 

Last  year,  the  inflation  rate  was  as  good  low  number.  Do  you 
really  believe  that  the  poUcies  of  the  Clinton  administration — 
which  on  the  spending  side  went  into  effect  on  October  1,  the  retro- 
active taxes  have  yet  become  effective — do  you  really  believe  that 
the  Clinton  policies  affected  last  year's  inflation  rate? 

Dr.  Tyson.  I  think  the  Clinton  policies  affected  the  perceptions 
of  financial  markets  that  the  economy  would  not  enter  a  period  of 
accelerated  inflation,  but  in  fact  would  be  able  to  maintain  the  low 
rate  of  inflation  which  had  resulted  from  a  long  period  of  slowdown 
in  the  United  States  economy. 

What  our  poUcy  did — and  I  think  we  tried  clearly  to  show  what 
we  think  we  can  legitimately  take  credit  for,  is  really  demonstrated 
in  the  attachmenti  to  my  testimony  showing  what  happened  to  10- 
year  Treasury  note  yields  in  the  year  1993  and  following  the  Presi- 
dent's election  in  1992.  I  think  the  argument  would  be  the  follow- 
ing: 

In  the  anticipation  of  credible  deficit  reduction,  financial  markets 
built  into  their  forecasts  of  the  future  that  there  would  be  a  perma- 
nently lower  demand  for  borrowing  by  the  Federal  Government. 
That  caused  a  permanent  revision  downward  in  anticipated  bor- 
rowing needs  and  a  revision  downward  in  anticipated  inflation,  and 
that  is  what  brought  the  long-term  yields  down,  in  anticipation — 
that  is,  long-term  yields  that  have  to  do  with  the  future,  you  do  not 
have  to  have  the  program  stsoting  to  bite,  but  you  do  have  to  have 
the  program  pass,  so  that  the  market  believes  that  you  are  on  a 
different  course. 

So  our  real  contribution  here  was  to  change  the  markets'  expec- 
tations about  borrowing  needs,  to  change  the  markets'  inflationary 
expectations  to  bring  the  long-term  yields  down,  and  then  that,  of 
course,  was  the  stimulus  to  the  part  of  the  economy  which  really 
pulled  us  into  an  expansionary  period,  that  is,  interest  sensitive 
parts  of  spending. 

Senator  Gramm.  On  the  decline  in  inflation  that  occurred,  would 
you  say  relative  to  the  monetary  policy  over  the  previous  5  years, 
relative  to  the  fiscal  pohcy  over  the  previous  5  years,  that  your 
change  in  expectations,  because  people  beUeve  that  with  President 

1  See  p.  304. 
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Clinton  being  elected,  that  the  deficit  was  going  down?  Would  you 
say  that  you  are  due  5  percent  of  the  credit,  20  percent  of  the  cred- 
it, 75  percent  of  the  credit? 

Dr.  Tyson.  I  think  that  there  is  no  model  that  allows  you  to 

Senator  Gramm.  What  do  you  think? 

Dr.  Tyson.  I  think  we  have  a  major  contribution. 

Senator  Gramm.  So  if  we  went  out  and  picked  100  economists  at 
rauidom  and  said  the  inflation  rate  in  1993,  Clinton  took  office  on 
January  20th,  his  policies  went  into  effect  with  a  new  budget  on 
October  1st,  retroactive  taxes  in  terms  of  collections  still  had  not 
occurred,  do  you  think  that  if  you  had  drew  100  economists  at  ran- 
dom, that  they  would  give  you  more  than  5  percent  of  the  credit? 

Dr.  Tyson.  On  the  inflation  variable? 

Senator  Gramm.  Yes,  that  is  what  I  asked  you  about. 

Dr.  Tyson.  Well,  I  actually  did  not  answer  the  question  solely  on 
the  inflation  variable. 

Senator  Gramm.  No;  but  I  asked  it  solely  on  inflation. 

Dr.  Tyson.  Solely  on  the  inflation  variable,  you  would  have  to  go 
ask  the  100  economists.  I  do  not  know  what  they  would 

Senator  Gramm.  Let  me  ask  you  another  question.  Does  it  make 
you  uncomfortable  for  the  Administration  to  brag  about  projected 
deficit  reduction  and  then  say  the  fact  that  the  deficit  is  projected 
to  rise  to  $365  billion,  that  that  does  not  matter,  because  deficits 
may  not  matter?  I  do  not  understand  how  it  matters,  they  are 
going  down  now,  but  it  does  not  matter  that  they  are  going  up. 

Dr.  Tyson.  I  do  not  think  that  is  our  position.  Our  position  is 
that  it  matters  that  we  have  taken  the  first  major  step  and  the 
first  step  in  12  years  to  reverse  the  deficit  to  GDP  ratio  and  debt 
to  GDP  ratio.  It  does  not  say  the  job  is  done.  It  just  says  the  first 
step  has  been  taken. 

Senator  Gramm.  CBO  says  the  deficit  is  going  up  over  the  long 
term,  not  down. 

Dr.  Tyson.  Actually,  so  does  0MB.  The  0MB  says  the  same 
thing  as  the  CBO.  There  is  agreement  here. 

Senator  Gramm.  The  point  it,  if  it  is  good  to  bring  it  down  now, 
why  isn't  it  good  to  bring  it  down  permanently?  What  I  do  not  un- 
derstand is  this 

Dr.  Tyson.  It  is  good  to  bring  it  down  permanently.  The  issue  is 
how  fast  and  how.  Nobody  here  is  disagreeing  about  the  need  to 
bring  the  deficit  down  permanently. 

Senator  Gramm.  You  have  submitted  a  budget  that  is  looking  at 
the  deficit,  after  a  very  short  period  of  decline,  rising  very  rapidly, 
so  obviously 

Dr.  Tyson.  I  want  to  point  out  that  our  projections  relative  to  the 
size  of  the  economy,  which  is  the  correct  way  to  look  at  this,  is  that 
the  deficit  to  GDP  ratio  does  not  rise — these  are  our  numbers, 
now — up  through  1999.  The  deficit  to  GDP  ratio  does  not  rise,  an 
the  debt  to  GDP  ratio  falls  through  1999.  So  this  is  not  a  1-  or  2- 
year  phenomenon.  This  is  a  substantial  period  of  time,  reversing  a 
12-year  period  of  time  when  the  numbers  went  in  the  opposite  di- 
rection. 

Is  that  to  say  that  is  all  we  should  do?  No,  but  we  have  posed 
the  problem  or  the  challenge  for  the  next  round  to  be  a  challenge 
that  involves  getting  the  one  major  area  of  spending  under  control 
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that  is  not  under  control,  and  that  is  health  care.  So  I  say  again, 
the  debate  about  the  deficit  in  the  long  term  ultimately  is  going  to 
force  us  to  engage  on  a  debate  about  health. 

Senator  Gramm.  Mr.  Chairman,  I  want  to  make  one  remark  not 
related  to  this  witness  or  to  the  Administration.  I  was  not  here 
when  Bob  Reischauer  testified,  and  I  would  just  like  to  say 
that 

Senator  DOMENICI.  He  did  not  testify. 

Senator  Gramm.  Well,  he  testified  before  the  Finance  Committee 
and  he  released  his  analysis  of  the  President's  health  care  plan. 

I  would  just  like  to  say  that  we  spend  a  lot  of  time  around  here 
bashing  bureaucrats.  I  just  think  that  what  we  have  seen  is  an  in- 
credible act  of  public  service.  However  you  feel  on  the  subject, 
clearly,  Bob  Reischauer  had  to  feel  under  pressure  to  reach  certain 
conclusions  about  the  health  care  bill.  He  reached  conclusions  that 
clearly  will  not  be  popular  with  the  people  who  have  the  final  say 
on  his  employment.  I  just  simply  wanted  to  go  on  record  as  saying 
I  thought  it  was  an  act  of  political  courage,  and  I  think  he  is  the 
kind  of  guy  that  gives  public  service  a  good  name. 

Chairman  Sasser.  Thank  you.  Senator  Gramm.  If  your  party  is 
successful  in  taking  over  the  Senate  next  year,  Dr.  Reischauer  may 
remind  you  of  those  remarks.  [Laughter.] 

Senator  Gramm.  I  hope  he  is  here  next  year,  if  we  do  take  it 
over.  I  will  be  watching  closely  and  I  am  sure  the  country  will. 

Chairman  Sasser.  Dr.  Tyson,  there  have  been  some  comments 
made  here  today,  historical  comments,  and  my  good  and  esteemed 
friend  fi-om  Illinois  Senator  Simon  indicated  that  Thomas  Jefferson 
had  some  concern  that  the  Constitution  did  not  require  the  budget 
to  be  balanced. 

I  must  observe  that  had  that  provision  been  in  the  Constitution, 
President  Thomas  Jefferson  could  never  have  purchased  Louisiana 
and  the  French  would  still  be  holding  forth  from  New  Orleans  as 
we  speak  here  today,  because  the  Federal  Government  borrowed 
the  money  for  the  Louisiana  purchase.  That  was  not  a  popular  pur- 
chase, and  I  doubt  very  seriously  that  President  Jefferson  could 
have  gotten  60  percent  of  the  votes  in  the  Congress  of  the  United 
States  to  effect  the  Louisiana  purchase. 

Now,  the  comment  was  also  made  that  this  Administration  does 
not  project  a  balanced  budget  in  the  outyears,  as  other  Administra- 
tions have  done.  As  I  recall,  we  saw  some  balanced  budgets  in  the 
outyears  when  others  were  directing  the  Office  of  Management  and 
Budget,  and  this  was  done  primarily  with  unrealistic  economic  as- 
sumptions and  unrealistic  interest  rate  projections. 

I  would  ask  you,  is  it  not  true  that  if  you  jack  up  the  economic 
growth  figures  to  a  high  enough  level  and  lower  the  interest  rate 
projections  to  a  low  enough  level,  that  we  could  project  a  balanced 
budget  here  in  the  document  that  has  been  presented  by  Mr. 
Panettta  for  the  outyears? 

Dr.  Tyson.  Yes;  you  could  also  move  some  spending  forward  and 
say — there  are  all  sorts  of  things  one  could  do  to  make  a  paper  bal- 
anced budget.  We  prefer  to  show  what  we  believe  to  be  reality. 

Chairman  Sasser.  I  just  want  to  commend  you  and  Mr.  Panetta 
and  the  Administration  for  using  very  realistic  and  conservative 
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projections,  economic  projections  and  other  projections  in  making 
up  your  budget. 

I  remember  when  Mr.  Panetta  came  up  for  confirmation,  our  dis- 
tinguished ranking  member  had  the  foresight  to  ask  him  and  get 
a  pledge  that  conservative  and  reahstic  economic  assumptions  be 
used,  and  he  has  used  them  and  I  think  the  Administration  is  to 
be  commended  for  using  reahstic  and  vahd  and  credible  assump- 
tions. 

Now,  there  has  been  a  lot  of  discussion  here  this  morning  about 
the  problem  of  debt  and  what  is  happening  to  it.  I  think  it  would 
be  good  to  look  at  the  debt  of  the  United  States  historically. 

I  told  our  friend  Secretary  Bentsen  yesterday  that  when  he 
parked  his  B-24  liberator  bomber  at  the  conclusion  of  the  Second 
World  War  in  1945,  our  debt  to  GDP  ratio  stood  at  110  percent, 
which  is  I  think  roughly  the  same  as  the  Italians  have  today.  I 
think  their's  may  be  a  little  higher  than  that. 

Now,  the  debt  to  GDP  ratio  stood  at  82.4  percent  as  late  as  1950. 
We  worked  it  down  to  a  figure  of  about  26  percent  as  of  1980,  that 
is  26  percent  ratio  of  debt  to  GDP.  Now,  it  has  come  back  up  on 
us  here  in  the  debate  of  the  1980's  and  early  1990's  to  about  51 
percent. 

But  what  you  are  telling  this  committee  is  that,  in  the  outyears, 
as  a  result  of  the  deficit  reduction  package  that  we  adopted  last 
year,  the  debt  to  GDP  ratio  is  going  to  be  coming  down.  Is  that  not 
correct? 

Dr.  Tyson.  Yes. 

Chairman  Sasser.  And  be  coming  down  for  the  first  time  really 
in  almost  15  years. 

Dr.  Tyson.  That  is  right. 

Chairman  Sasser.  That  is  right.  So  given  that  scenario,  you  won- 
der why  the  rush  to  the  balanced  budget  amendment  at  this  par- 
ticular time.  It  might  have  been  more  appropriate  in  1986  or  1985 
to  be  discussing  the  balanced  budget  amendment,  but  we  did  not 
do  that  then. 

I  do  not  have  any  other  questions.  Do  you  have  anything,  Pete? 

Senator  DOMENICI.  No,  I  do  not.  I  very  much  appreciate  your  tes- 
timony. Thank  you  very  much. 

Dr.  Tyson.  Thank  you,  Senator. 

Chairman  Sasser.  Thank  you,  Dr.  Tyson. 

The  committee  stands  adjourned. 

[Whereupon,  at  12:22  p.m.,  the  committee  was  adjourned.] 

WRITTEN  QUESTIONS  FROM  SENATOR  SIMON  TO  DR.  TYSON 

AND  THE  RESPONSES 

Question.  Please  describe  in  detail  any  Administration  plan  to  reduce  the  Federal 
budget  deficit  to  zero. 

Answer.  The  1995  Budget  represents  a  5-year  planning  horizon  through  fiscal 
year  1999.  During  that  time,  the  Administration  forecasts  that  the  Federal  budget 
deficit  will  be  reduced  relative  to  the  size  of  the  economy  as  measured  by  Gross  Do- 
mestic Product  (GDP).  Step  1  of  the  Administration's  economic  plan  was  to  arrest 
the  trend  of  increasing  Federal  deficits  relative  to  GDP.  The  task  has  been  accom- 
plished. Step  2  is  to  gain  control  over  the  one  area  of  entitlement  spending  that  is 
increasing  much  faster  than  GDP,  health  care  spending.  The  Administration  pro- 
posed the  Health  Security  Act  in  part  to  address  this  concern.  While  the  Health  Se- 
curity Act  is  pending,  it  would  be  premature  to  discuss  future  Administration  initia- 
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tives,  since  the  need  for  these  (as  well  as  their  size)  will  be  determined  by  Congres- 
sional action  on  our  health  care  proposal. 

Question.  When  would  an  Administration  plan  to  bring  the  Federal  budget  deficit 
at  or  near  zero  be  complete? 

Answer.  The  Administration  is  committed  to  Federal  fiscal  responsibility.  How- 
ever, we  also  realize  that  forecasting  future  economic  events  is  difficult.  Future  defi- 
cit reduction  initiatives  will  be  undertaken  when  it  appears  that  the  macroeconomy 
can  withstand  the  fiscal  stress  of  such  actions  and  when  the  overall  magnitude  of 
the  necessary  steps  can  be  determined.  At  a  minimum,  such  actions  should  await 
Congressional  action  on  the  Health  Security  Act. 

Question.  According  to  the  chart  that  0MB  provided  in  the  fiscal  year  1995  Budg- 
et of  the  United  States  Government,  Analytical  Perspectives,  page  25,  future  gen- 
erations could  bear  a  lifetime  net  tax  burden  of  66  percent  of  income.  This  figure 
includes  the  effects  of  the  Administration's  health  care  reform  package.  Please  pro- 
vide the  names  of  any  countries  that,  to  your  knowledge,  have  ever  undergone  that 
kind  of  a  tax  burden  and  have  not  had  to  monetize  that  country's  debt. 

TABLE  3-3.  LIFETIME  NET  TAX  RATES  UNDER  ALTERNATIVE  POLICIES 

{In  parcwitagw) 


Generation's  year  o(  birth 

Before 
OBRA93 

AJiBf  OeRA93 

With  health 

Health  care 

reform  but 

(astsf  cost 

growth 

1900 

23.6 
27.2 
29.0 
30.5 
31.6 
32.8 
34.4 
35.7 
36.0 
35.5 
35.4 

93.7 
165.1 

23.6 
27.2 
29.0 
30.6 
31.9 
33.2 
35.0 
36.5 
36.9 
36.5 
36.3 

82.0 
126.0 

23.6 
27.2 
29.1 
30.9 
32.4 
34.0 
35.9 
37.6 
38.2 
38.3 
38.3 

66.5 
73.9 

236 

1910 

27  2 

1920 

291 

1930  

309 

1940 

1950 

1960 

1970 

1980 

1990 

1992 

32.2 
33.5 
35.2 
36.6 
36.7 
36.2 
360 

Future  generations  

Percentage  difference:  future  generations 
and  1992  

75.2 
1088 

Answer.  One  should  note  that  the  technique  used  to  compute  the  lifetime  tax  bur- 
dens of  future  generations  (generational  accounting)  is  still  under  development. 
Therefore  it  is  imprudent  to  accept  the  tax  rate  figures  at  face  value  as  predictors 
of  future  lifetime  tax  burdens.  Even  analysts  who  use  this  technique  do  not  believe 
future  taxpayers  will  ever  bear  the  extraordinary  burdens  implied  by  the  computa- 
tions. Generational  accounting  attempts  to  measure  the  net  tax  burden  on  future 
age  cohorts  if  current  fiscal  policies  remain  completely  unchanged.  These  figures, 
then,  serve  as  a  signal  in  pointing  out  that  current  fiscal  policies  are  not  sustainable 
in  the  long  run. 

In  recent  years  several  countries  have  experienced  high  average  tax  rates  without 
monetizing  their  debt.  Examples  include  Sweden,  Netherlands,  and  Denmark.  The 
use  of  generational  accounting  is  not  yet  widespread  enough  to  determine  if  this  ob- 
servation also  applies  to  the  projected  lifetime  net  tax  burdens  for  future  genera- 
tions. 
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TUESDAY,  FEBRUARY  22,  1994 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:05  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Jim  Sasser  (chair- 
man of  the  committee)  presiding. 

Present:  Senators  Sasser,  Simon,  Dodd,  Murray,  Domenici, 
Grassley,  Brown,  and  Gregg. 

Staff  present:  Larry  Stein,  staff  director;  and  Randy  DeValk,  as- 
sistant director  for  national  defense. 

For  the  minority:  G.  WilUam  Hoagland,  staff  director;  Lisa 
Cieplak,  senior  analyst  for  education  and  justice;  Ljrnne  Daghlian, 
senior  analyst  for  income  security  and  transportation,  State  and 
local;  £md  Peter  Taylor,  chief  economist. 

OPENING  STATEMENT  OF  CHAIRMAN  SASSER 

Chairman  Sasser.  The  committee  will  come  to  order. 

The  Senate  Budget  Committee  today  welcomes  the  Secretary  of 
Labor  Robert  Reich.  The  Secretary  is  well  known  for  his  lifelong 
commitment  to  America's  working  men  and  women  and  for  his 
courage  in  taking  on  the  conventional  wisdom  of  the  day.  If  there 
is  anyone  who  truly  thinks  and  breathes  "Reinventing  Grovem- 
ment,"  it  is  Secretary  Reich. 

This  morning,  the  committee  will  hear  from  the  Secretary  on  the 
Administration's  initiative  to  transform  America's  unemployment 
system  into  a  reemployment  system,  also  known  as  the  Reemploy- 
ment Act  of  1994. 

Now,  over  the  past  decade,  our  country  and  our  economy  has 
gone  through  a  painful  period  of  restructuring,  and  the  traditional 
industries  which  were  once  the  mainstay  of  our  economy  have  been 
laying  off  employees  by  the  thousands.  It  has  been  difficult  to  pick 
up  a  newspaper  and  not  read  every  day  of  another  downsizing  or 
right-sizing  at  one  of  America's  corporate  giants. 

While  Wall  Street  may  applaud  the  'lean  and  mean"  approach  of 
major  corporations  in  this  country,  the  human  toll  in  lost  jobs  and 
destroyed  careers  is  truly  enormous.  The  recession  of  the  late 
1980's  taught  us  that  many  of  those  who  lost  their  jobs  are  simply 
never  going  to  be  recalled  by  their  previous  employer  back  to  those 
old  jobs.  And  I  think  that  is  one  salient  reason  why,  even  with  the 
positive  economic  news  we  have  been  getting  in  recent  months, 
there  is  stiU  a  growing  anxiety  within  many  American  families. 
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During  last  year's  debate  on  extending  the  Emergency  Unem- 
ployment Compensation  Program,  Secretary  Reich  testified  before 
the  Ways  and  Means  Committee  that  only  14  percent  of  those 
workers  who  have  been  laid  off  expected  to  be  called  back  to  their 
old  jobs. 

I  think  that  is  an  interesting  statistic,  and  really  a  frightening 
one.  Only  14  percent  of  those  workers  who  have  been  laid  off  ex- 
pect to  return  to  their  old  jobs. 

Now,  data  of  that  sort  suggests  that  in  the  recession  of  1989 
through  1991,  we  experienced  something  very  different  in  kind 
from  previous  recessions  and  something  that  our  social  infrastruc- 
ture was  not  constructed  to  accommodate.  As  a  result,  many  of  the 
traditional  unemployment  and  job  training  programs  that  we  have 
relied  on  in  the  past  now  do  not  seem  to  have  quite  the  utility  they 
had  in  times  past.  They  simply  are  going  to  have  to  be  changed  or 
retooled  to  meet  the  chsdlenges  of  the  1990's. 

The  Administration  and  the  Secretary  of  Labor  have  responded 
to  this  challenge  with  an  ambitious  program  and  also  with  a  fund- 
ing request  to  make  it  work. 

Now,  we  are  not  being  asked  to  simply  throw  money  at  the  un- 
employed. The  President  and  the  Secretary  of  Labor  have  gone  at 
the  problem  in  the  reinventing  government  mode.  They  are  weed- 
ing out  the  old  that  is  not  working  weU  and  planting  the  new  that 
they  hope  wiU  work  well. 

The  concept  of  a  one-stop  center  to  profile  and  assist  dislocated 
workers  is  intriguing  and  I  think  worthy  of  consideration.  It  has 
worked  well  at  the  local  and  State  level,  and  I  will  be  interested 
to  see  how  it  could  be  expanded  nationwide. 

Through  this  program  and  recent  school-to-work  legislation,  the 
Administration  provides  a  comprehensive  strategy  for  our  fellow 
citizens  to  land  their  first  job  and  to  make  it  easier  for  them  to  ad- 
just to  a  changing  economy  and  workplace.  Employers  wiU  also  find 
it  easier  to  find  quaUfied  workers  and  without  the  onus  of  having 
to  besir  any  new  mandates. 

In  the  long  run,  I  believe  we  will  get  out  of  this  new  approach 
a  better  trained,  better  qualified,  and  more  productive  workforce 
which  wiU  keep  this  country  competitive  in  the  years  to  come.  I  £im 
not  endorsing  every  element  of  the  program,  but  I  am  favorably  im- 
pressed with  the  boldness  of  the  initiative,  the  freshness  of  the  con- 
cept and  the  energy  that  you  bring  to  it,  Mr.  Secretary. 

Once  again,  let  me  welcome  you  Secretary  Reich.  I  look  forward 
to  your  testimony  with  great  interest. 

Before  getting  to  your  testimony,  we  will  turn  now  to  the  distin- 
guished ranking  member  for  any  statement  he  might  wish  to  make. 
Senator  Domenici? 

OPENING  STATEMENT  OF  SENATOR  DOMENICI 

Senator  Domenici.  Thank  you  very  much,  Mr.  Chairman. 

First,  Mr.  Secretary,  I  am  also  pleased  to  join  in  Senator  Sasser's 
welcome.  We  are  going  to  talk  today,  I  believe,  about  the  issue  of 
dislocated  workers  and  specifically  the  Administration's  Workforce 
Security  Act,  which  has  not  yet  been  introduced  but  I  assume  is 
just  about  completed  in  terms  of  the  details.  Is  that  a  fair  assess- 
ment? 
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Secretary  Reich.  It  has  not  been  introduced.  We  are  still  working 
on  the  details,  Senator,  and  we  will  be  introducing  it  hopefully 
within  the  next  month. 

Senator  Domenici.  There  is  a  lot  of  information  that  is  available 
that  we  have  seen  and  read  about  the  legislation,  but  there  is  a  lot 
that  we  do  not  know  about.  So  I  am  hopeful  you  will  enhghten  us 
with  as  much  of  the  significant  detail  as  possible  here  today. 

I  am  not  convinced  that  a  wholesale  expansion  of  an  untested 
worker  security  training  system,  coupled  with  what  I  see  as  new 
entitlement  spending  and  taxes  to  support  this  system,  is  war- 
ranted at  this  time.  Hopefully  you  will  address  whether  you  or  the 
experts  in  the  Administration  say  there  is  new  entitlement  spend- 
ing, tell  us  whether  additional  taxes  are  necessary  to  support  this, 
and  also  tell  us  how  much  you  think  it  is  going  to  cost.  We  really 
do  not  know. 

From  what  we  gather,  conservative  estimates  of  the  likely  eligi- 
ble population,  as  we  understand  it  to  be  described,  would  put  po- 
tential mandatory  spending  in  the  range  of  $3  to  $9  billion  a  year. 
That  is  a  big  spectrum,  but  perhaps  you  also  could  tell  us  what  you 
think  about  costs  when  it  is  fully  implemented. 

I  do  not  believe  numbers  of  this  magnitude  appeared  in  the 
President's  budget,  so  I  am  wondering  where  you  think  it  is  going 
to  fit  or  is  it  going  to  pay  for  itself  and,  even  if  it  is,  where  the 
necessary  funding  is  going  to  come  from. 

In  my  view — and  I  think  history  supports  this — fi*ee  markets 
support  a  cUmate  where  the  economy  thrives  and  opportunity  is 
created.  I  am  sure  if  I  look  somewhere  in  your  readings,  you  will 
have  said  that  also.  Obviously  that  does  not  answer  all  of  the  prob- 
lems that  we  have  in  our  country.  But  I  think  there  are  some  very 
serious  concerns  about  this  legislation.  What  is  a  dislocated  work- 
er? And  I  would  hope  with  all  of  the  background  you  have  got  that 
you  would  begin  to  tell  us  what  that  is.  And  I  surmise  that  it  is 
a  very  difficult  concept  in  day-to-day  life  with  the  changing  mar- 
kets and  what  is  dislocated  versus  waiting  for  another  job  versus 
the  natural  tendency  in  this  economic  system. 

Mr.  Chairman,  I  noticed  something  this  morning  in  reading  the 
Washington  Post:  "German  Workers  Getting  Stiff  Shot  of  Reality." 
Now,  I  might  be  wrong,  but  I  think  that  the  Secretary  has  on  occa- 
sion said  how  well  the  German  system  worked  in  terms  of  job 
training  and  retraining  and,  in  particular,  in  vocational  training  or 
skill  training.  And  I  am  very  interested  here  to  find  that  their 
economy  is  in  big  trouble  and  their  workers  are  in  big  trouble.  And 
guess  what  Germany  has  said  about  this?  We  are  so  far  behind 

because  beginning  in  1982  we  had  a  boom  period  that  lasted  10  years.  That  time 
was  used  by  American  mamufacturers  to  restructure  and  be  more  aggressive,  while 
we  were  rimng  the  wave. 

I  am  very  hopeful  that  you  would  address  that,  whether  you 
think  that  is  a  fair  assessment;  and  if  it  is,  I  would  be  concerned 
about  how  much  we  ought  to  try  to  do  with  this  economic  system 
that  seems  to  be  working. 

My  last  observation  is  perhaps  you  could  share  with  us — and  if 
you  do  not  have  this  information,  I  will  ask  you  in  a  question,  and 
you  can  dig  it  up.  I  understand  we  have  126  job  training  programs, 
some  httle  tiny  ones,  some  bigger.  I  wonder  how  much  all  of  those 
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cost,  and  I  wonder  what  you  think  of  the  efficacy  of  those  pro- 
grams. Second,  I  wonder  how  much  we  spend  on  education  in 
America — pubhc  school,  vocational  training,  junior  colleges  that  are 
directed  at  vocational  and  targeted  kinds  of  education.  I  guess  in 
summary  I  wonder  why  we  cannot  try  to  move  our  present  system 
in  the  direction  of  accomplishing  some  of  the  goals  you  set  out  to 
do  rather  than  reinventing  a  whole  new  one. 

I  have  observed  that  some  communities  that  have  marvelous  sys- 
tems where  they  can  target  the  training  for  anybody  that  wants  it 
on  any  kind  of  enterprise  or  activity  that  is  going  on  in  that  com- 
munity. And  they  do  not  have  this  new  program.  They  are  doing 
this  now  with  local  money  that  is  raised  for  the  public  schools  or 
raised  for  vocational  training. 

Last,  I  would  just  remind  you  that  the  last  time  we  had  a  sti- 
pend job  training  program  I  think  it  had  reached  the  point  of  $13 
bilhon  a  year.  It  was  called  CETA.  It  was  a  concentrated  employ- 
ment training  program,  not  as  concentrated  and  perhaps  as  specific 
as  yours,  but  it  was  put  out  of  business  because  there  was  no  end 
to  how  much  it  cost  as  we  decided  we  would  pay  people  while  they 
were  getting  trained. 

I  understand  you  do  not  do  that  exactly  the  same  way,  but  once 
unemployment  has  expired,  you  reinstate  26  weeks  and  you  pay  a 
stipend  for  26  weeks  while  this  training  occurs.  Needless  to  say,  I 
am  an  optimist,  and  perhaps  more  than  some  on  my  side,  I  am 
willing  to  try  some  new  things.  But  I  really  believe  we  have  to 
think  through  carefully  about  a  program  of  this  size  on  top  of  ev- 
erything else  we  are  spending  in  job  training  and  presumably  for 
dislocated  workers. 

Thank  you  very  much,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you,  Senator  Domenici. 

We  have  very  sparse  attendance  today.  Do  you  have  an  opening 
statement  you  would  like  to  make.  Senator  Murray? 

OPENING  STATEMENT  OF  SENATOR  MURRAY 

Senator  Murray.  Thank  you,  Mr.  Chairman.  I  am  very  pleased 
you  are  holding  this  hearing  today  on  a  national  job  strategy.  I 
have  met  with  many  workers  in  the  Pacific  Northwest,  from  aero- 
space workers  to  timber  workers,  and  their  overriding  concern  is 
job  security.  I  hope  that  you  address  today  how  we  are  going  to 
deal  with  workers  who  are  displaced  because  of  policies  that  are  set 
by  the  National  Government,  whether  it  is  downsizing  our  defense 
or  whether  it  is  cutting  back  the  amount  of  timber  that  we  are  har- 
vesting. When  we  set  policies  here,  whether  they  are  environ- 
mental or  budgetary,  that  affect  our  workers,  we  need  to  address 
those  concerns. 

I  am  especially  concerned  about  the  next  generation  of  workers 
who  are  currently  in  school.  We  need  to  send  them  a  message  that 
there  is  a  reason  they  should  stay  in  school  and  excel,  and  that 
there  will  be  jobs  in  the  future.  I  think  it  is  important  for  us  as 
a  Nation  to  recognize  there  are  a  lot  of  children  today  who  do  not 
beUeve  they  are  going  to  have  a  job,  and  we  need  to  do  a  better 
job  of  sending  them  a  message  that  there  will  be  jobs  for  them  in 
the  future. 
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I  look  forward  to  working  with  you  and  the  Chairman  on  a  na- 
tional job  strategy.  Thsink  you. 

Chairman  Sasser.  Thank  you. 

Senator  Gregg,  do  you  have  an  opening  comment  you  would  like 
to  make  this  morning? 

OPENDVG  STATEMENT  OF  SENATOR  GREGG 

Senator  GREGG.  First,  Mr.  Chairman,  I  thank  you  for  holding 
this  hearing,  £ind  I  appreciate  Secretary  Reich's  being  here.  I  espe- 
cially appreciate  the  fact  that  he  is  a  representative  of  New  Hamp- 
shire, in  a  way,  being  a  Dartmouth  graduate,  a  former  trustee  of 
Dartmouth. 

I  do  have  some  questions  that  are  raised  about  this  proposal  that 
go  to  the  budget  issue,  this  being  the  Budget  Committee.  The  first 
question,  of  course,  is  one  that  was  alluded  to  by  our  ranking  mem- 
ber, which  is:  Where  in  the  budget  do  we  find  the  money  for  this 
proposal?  The  estimates  which  we  presently  have — and  maybe  the 
Secretary  will  have  a  different  number  on  this — are  between  $3 
and  $9  billion.  There  seems  to  be  no  reflection  of  this  in  the  budget, 
and  so  that  number,  I  think,  needs  to  be  accounted  for  as  to  how 
it  is  paid  for. 

Second,  this  does  appear  to  be  an  entitlement  program.  When 
you  take  the  fact  that  the  health  care  program  which  was  brought 
forward  by  the  President  has  five  entitlement  programs  in  it,  five 
new  entitlement  programs — the  drug  program,  the  long-term  care 
program,  the  early  retirement  program,  the  small  business  entitle- 
ment, and  the  uninsured  entitlement— and  you  put  this  entitle- 
ment with  it,  which  is  now  sort  of  a  CETA  type  of  job  training  enti- 
tlement program,  that  is  six  major  new  entitlements.  And  the 
budget  impact  of  these  entitlements  in  the  out-years  is,  I  think, 
dramatic,  and  I  would  appreciate  the  Secretary  addressing  what 
the  Administration  projects  as  the  out-year  entitlement  impact  of 
all  these  major  new  entitlements.  In  fact,  it  will  be  the  largest  ex- 
pansion of  entitlements  in  the  history  of  the  country  if  all  of  these 
are  accepted.  I  beUeve  that  that  will  be  a  dramatic  burden  to  the 
budgeting  process. 

Third,  there  is  this  question  which  really  was  alluded  to  in  my 
first  question,  which  is  the  fact  that  the  budget  is  sent  up  to  us 
by  the  President  appears  to  be  lacking,  in  a  large  number  of  areas, 
numbers.  There  is  this  initiative  here.  Then  there  is  the  welfare 
initiative,  which  I  know  the  Secretary  has  also  been  working  on, 
which  is  a  $7  billion  item  that  is  not  accounted  for  in  the  budget. 
There  is  the  $78  billion  that  CBO  has  rescored  the  health  care  pro- 
gram on,  which  is  not  accounted  for  in  the  budget.  There  is  the  $20 
billion  from  the  bottom-up  evaluation  of  the  Defense  Department, 
which  does  not  appear  to  be  scored  in  the  budget.  There  is  the 
GATT  number  of  $11  billion,  which  does  not  appear  to  be  scored 
in  the  budget.  There  is  the  $3  billion  for  the  Superfund  reform, 
which  does  not  appear  to  be  scored  in  the  budget. 

I  am  just  wondering  how  many  more  programs  are  there  like  this 
out  there  that  are  going  to  be  coming  forward  from  the  Administra- 
tion which  are  not  scored  in  the  budget  and,  therefore,  make  the 
budget,  as  it  was  sent  up,  a  really  incomplete  document  as  to  the 
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statement  of  how  much  the  government  is  going  to  cost  and  how 
much  we  are  going  to  have  to  raise  to  pay  for  it. 

Those  are  the  general  areas  I  have  concerns  in,  and  I  look  for- 
ward to  the  Secretary's  talking  about  them.  Thank  you. 

Chairman  Sasser.  Thank  you.  Senator  Gregg. 

Mr.  Secretary,  we  look  forward  to  your  testimony  and  comments 
this  morning.  You  may  proceed. 

STATEMENT  OF  HON.  ROBERT  B.  REICH,  SECRETARY,  UNITED 
STATES  DEPARTMENT  OF  LABOR 

Secretary  Reich.  Mr.  Chairman,  members  of  the  committee,  with 
your  permission,  I  will  submit  my  formal  testimony  for  the  record 
and  get  right  on  to  the  issues  and  answering  many  of  the  questions 
you  have  already  raised. 

First  of  all,  a  bit  of  context,  and  perhaps  the  charts  here  can  tell 
the  story  better  than  I  can  even  with  words.  As  you  see,  the  jobs 
are  coming  back.  Overall,  the  job  picture  is  improving.  We  are  no 
longer  in  a  jobless  recovery.  We  are  firmly  in  a  job  recovery.  In 
fact,  shortly,  we  will  be  in  a  jobs  expansion:  1.6  million  new  private 
sector  jobs  last  year;  our  expectation  is  that  2  million  jobs  will  be 
created  this  year,  1994;  and  hopefully  8  million  jobs,  at  least,  dur- 
ing the  next  4  years  in  total. 

Jobs  Are  Coming  Back 

Total    Private   Nonfarm   Payroll   Jobs 


Thousands 


2,000 


1,500 


1,000 


500 


Jan  89  -  Jan  93 
4  Year  Period 

Source:    Bureau    of    Labor    Statistics    Data 
Prepared:  OASP,  2/15/94 


1,704 

1,002 

/ 

Jan  93  -  Jan  94 
1  Year  Period 


This  is  good,  but  there  are  still  problems,  and  we  have  to  be  real- 
istic about  the  problems  that  remain.  If  the  committee  will  grant 
me  permission  to  walk  over  there — I  will  even  carry  this  with  me. 

Chairman  Sasser.  I  am  not  sure  that  you  can,  Mr.  Secretary. 

Secretary  Reich.  I  cannot  do  that,  but  I  can  do  this. 

Chairman  Sasser.  Oh,  good.  One  up  on  us. 
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Secretary  Reich.  The  next  chart  shows  one  of  the  most  troubUng 
trends  that  we  face.  That  is,  the  earnings  gap  is  widening  substan- 
tially between  the  college  graduates  and  those  who  are  not  as  well 
educated.  You  can  see  here  the  top  line,  college  graduates  between 
1974  and  1992  in  1992  dollars.  College  graduates  basically  held 
their  own;  in  fact,  they  have  gone  up  a  little  bit  in  terms  of  their 
real  wages  adjusted  for  inflation.  But  high  school  graduates,  the 
green  line,  have  gone  down  considerably.  People  who  have  dropped 
out  of  high  school  have  seen  a  precipitous  fall  in  their  inflation-ad- 
justed incomes.  If  you  have  a  year  or  more  beyond  high  school,  you 
are  doing  much  better  than  if  you  have  only  high  school.  But  you 
can  see,  beginning  in  the  late  1970's,  that  gap  widened  consider- 
ably. It  widened  by  more  than  a  third. 

Earnings  Gap  Widening 
Annual  Mean  Income  by  Years  of  School 
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Note  Workers  25  to  (>•*  years  with  earnings      Data  on  educational  attaininent  for  1991  and   1992 

are  not  directly  comparable  to  prior  years  due  to  changes  in  the  questionnaires. 

The  President  is  fond  of  saying  what  you  earn  depends  on  what 
you  learn.  Well,  that  is  never  truer  than  it  is  today. 

The  demand  for  skilled  workers  is  still  great.  I  have  traveled 
around  the  country  over  the  past  year.  In  fact,  just  last  week  I  was 
in  Chicago  and  California  and  various  places  around  the  country 
talking  to  unemployed  workers  and  to  employers  and  to  skilled 
workers.  And  this  graph  was  brought  home  to  me  in  terms  of  real 
people. 

This  next  graph  shows  earnings  by  educational  attainment  in 
1992.  You  can  see  that  for  the  below-average  workers,  their  highest 
learning,  most  of  them,  was  high  school.  Above-average  workers, 
their  highest  learning  for  most  of  them  was  college,  but  note  here 
postsecondary  training  and  employer  training.  Many  above-average 
workers  in  this  country  do  not  have  a  college  degree.  You  do  not 
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have  to  have  a  college  degree  to  have  above-average  wages.  You 
should  not  have  to  have  a  college  degree.  Although  college  is  the 
parchment  that  separates  the  winners  from  losers  in  this  society, 
it  is  not  and  should  not  be  the  necessary  parchment  that  separates 
the  winners  and  losers.  And  you  can  see  increasingly  that  post- 
secondary  training  and  employer  training  are  important  to  getting 
the  good  job.  And  I  want  to  return  to  this  because  it  is  a  theme 
that  has  come  up  before  and  it  will  come  up  again. 

Earnings  by  Educational  Attainment,  1992 
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You  can  see  here  that  unemployment  rates  are  directly  related 
to  educational  attainment.  This  is  in  1993  annual  averages,  per- 
sons 25  years  or  over.  You  can  see  that  the  college  graduates  in 
1993  on  average  had  a  2.9  percent  unemployment  rate.  Now,  al- 
though the  last  recession  did  affect  college  graduates,  it  did  not  do 
so  relative  to  previous  recessions. 
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Unemployment  Rates  by  Educational  Attainment 

1993  Annual  Averages 
(Persons  25  Years  and  Over) 
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Look  at  this.  This  is  the  less  than  high  school  diploma:  10.7  per- 
cent average  unemployment  rate  for  high  school  dropouts.  A  dra- 
matic differentiation.  Not  only  what  you  earn  depends  on  what  you 
leam,  but  whether  you  are  employed  also  depends  on  your  edu- 
cation and  training. 

Those  with  a  high  school  graduation  but  no  college  had,  on  aver- 
age last  year,  6.2  percent  unemployment  rate.  Unemployment  is  fo- 
cused in  the  high  school  dropout  population. 

The  length  of  unemployment  spells  for  whomever  is  unemployed 
is  increasing  dramatically  even  now.  And  I  want  to  stress  that  the 
good  news  is  jobs  are  coming  back,  but  we  still  have  8  million  peo- 
ple who  are  unemployed,  another  6  million  people  who  are  working 
part-time  who  would  rather  be  working  full-time,  and  at  least  an- 
other million  people  who  are  too  discouraged  even  now  from  look- 
ing for  work.  The  unemployment  spell,  your  length  of  time  between 
jobs,  is  growing.  We  are  at  a  post-war  record  in  terms  of  the  num- 
bers of  people  who  are  more  than  6  months  unemployed. 
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Length  of  Unemployment  Spells  Are  Increasing 
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The  long  term  unemployed  have  become  a  greater 
portion  of  the  total  unemployed. 


Why  is  that?  Because  of  so  much  change  in  the  economy:  mihtary 
downsizing,  but  also  corporate  downsizing.  Even  though  corpora- 
tions are  making  a  lot  of  money  these  days,  corporations  are 
shrinking  very  quickly,  if  they  are  large  corporations.  It  used  to  be 
that  there  was  an  unwritten  contract  between  management  and 
labor,  that  if  you  did  your  job  well  and  conscientiously  and  if  your 
employer  was  making  money,  you  would  continue  to  have  that  job. 
That  is  no  longer  the  case.  Corporations  are  shrinking.  Defense  is 
downsizing.  International  trade  is  good  for  all  of  us,  but  it  does 
mean  job  changes  for  many  people.  And  technological  changes  are 
buffeting  the  American  workforce  as  never  before.  Hence,  we  have 
extraordinarily  high  rates  of  individuals  who  are  unemployed  for 
more  than  6  months. 

Mr.  Chairman,  you  alluded  before  to  this  phenomenon.  Usually 
after  a  recession,  many  people  get  their  old  jobs  back  again.  In  fact, 
we  have  a  term  for  it.  It  is  called  "layoff,"  with  the  implication 
being  that  you  get  back  on  the  job  after  the  period  of  layoff.  No 
longer. 
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Job  Losers  Not  Expecting  To  Be  Recalled 
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Nolc:    The  Nntionnl  Bureau  of  Economic  Research  has  delermined  (hat  the  recent  recession  began 
Jul}   1990  and  ended  in  March  1991.    However,  the  July  1990June  1992  period  is  used  for  the 
cniiiparison  »j(li  earlier  recessions  hecause  the  number  of  job  losers  did  not  peak  until  June  1992, 
well  past  (he  official  endpuint  of  the  recession.    In  prior  recessions  the  peak  in  the  number  of  job 
losers  was  more  coincident  with  the  official  endpoints. 

Source:  DOL\Burcau  of  Labor  Statistics,  Current  Population  Survey. 


The  recession  has  ended.  We  are  in  a  jobs  recovery,  as  I  said.  But 
most  people  who  have  been  laid  off  from  their  jobs  are  not  getting 
back  on.  They  have  to  find  new  jobs.  That,  again,  contributes  to  the 
difficulty  I  was  mentioning  a  moment  ago  of  the  long-term  unem- 
ployed, having  to  get  the  new  job. 

Unemployment  is  particularly  pernicious  even  now  in  our  central 
cities  and  our  poorest  rural  areas.  You  see  here  that  I  am  using 
a  1993  unemployment  rate  of  6.8  percent.  As  you  know,  even  under 
the  new  ways  of  measuring  unemployment,  we  are  now  at  6.7  per- 
cent. But  look  at  the  1993  rate  of  unemployment  for  black  teen- 
agers. That  is  our  estimate,  43.8  percent.  Those  are  young  people, 
African  Americans,  in  central  cities,  out  of  school.  Among  white 
teenagers,  dropouts,  the  rate  is  25.7  percent;  among  Hispanic  teen- 
agers, the  rate  is  30.3  percent. 
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Unemployment  Plagues  Metro  Poverty  Areas 
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We  have  a  major,  major  unemployment  problem,  non-employ- 
ment problem.  Many  of  these  people  do  not  even  show  up  in  the 
unemployment  statistics. 

Senator  Gregg.  Excuse  me.  Have  those  numbers  changed  much 
over  the  last  10  years? 

Secretary  Reich.  These  numbers  have  grown  over  the  last  10 
years. 

Senator  Gregg.  The  percentages? 

Secretary  Reich.  The  percentages  have  grown  over  the  last  10 
years.  And  they  have  grown  in  part  because  manufacturing  has  left 
our  central  cities  and  in  part  because  the  nature  of  jobs  has 
changed.  We  now  need  more  people  who  have  more  skills.  There 
are  still  many  unskilled  jobs  out  there  or  lower-skilled  jobs  out 
there,  but  the  demand  in  industry  is  for  more  and  more  skilled  peo- 
ple. 

Last  week,  I  was  in  East  Los  Angeles,  and  I  interviewed  about 
20  former  gang  members.  They  had  dropped  out  of  school.  They 
were  in  a  training  program.  They  were  learning  mobile  electronics. 
The  rate  of  success  in  that  program  for  getting  these  people  jobs 
was  90  percent.  And  these  were  good  jobs,  paying  starting  salaries 
of  $7  to  $10  an  hour.  So  this  is  not  a  hopeless  situation. 

I  will  get  to  this  in  a  moment.  There  was  comment  about  various 
different  job  training  programs.  Indeed,  we  have  now  a  system  in 
which  unemployment  insurance  is  still  regarded  as  a  device  for 
maintaining  incomes  until  the  old  job  comes  back.  It  is  still  re- 
garded by  m£iny  Americans  and  still  regarded  by  many  States  as 
a  counter-cyclical  device.  And  then  we  have  a  patchwork  of  training 
programs,  each  designed  as  a  kind  of  exception  to  the  rule,  for  par- 
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ticular  groups  of  individuals  assumed  to  be  exceptions  to  the  gen- 
eral rule  that  you  get  your  old  job  back  again. 

What  we  will  be  proposing  is 

Senator  DOMENICI.  Mr.  Chairman,  could  I  ask  a  clarifying  ques- 
tion. 

Chairman  Sasser.  Yes. 

Senator  DOMENICI.  Unemployment  plagues  metro  poverty,  the 
one  you  just  had  up,  Mr.  Secretary. 

Secretary  Reich.  Yes. 

Senator  DOMENICI.  From  what  I  understand,  none  of  that,  very 
little  of  that  unemployment,  albeit  a  very  serious  problem,  but 
none  of  it  fits  the  bill  you  are  talking  about  because  very  few  of 
those  are  dislocated  workers.  Those  teenagers  you  are  talking 
about,  minorities  in  our  central  cities,  have  another  problem,  but 
it  is  not  dislocated  workers.  Is  it? 

Secretary  Reich.  Most  of  those  are  not  dislocated  workers,  but 
I  will  tell  you.  Senator,  that  a  disproportionate  number  of  the  dis- 
located population  is  African  American,  Hispanic,  minority.  That  is, 
if  you  are  facing  corporate  downsizing,  defense  downsizing,  techno- 
logical changes,  those  who  are  laid  off  in  far  greater  proportion  to 
their  numbers  than  anyone  else  are  minorities,  and  often  disadvan- 
taged minorities,  often  minorities  who  are  at  the  lower  rungs  of  the 
income  scale. 

We  have  a  chart — I  did  not  bring  it,  unfortunately — showing  by 
demography,  by  ethnic  group,  and  by  income  who  is  laid  off.  And 
you  find  a  picture  that  is  not  proportionately  unlike  this  one. 

Let  me  go  back  to  my  seat  because  I  do  not  want  to  take  too 
much  of  your  time  with  charts.  But  I  did  want  to  say  in  general, 
Mr.  Chairman  and  members  of  the  committee,  although  we  are 
coming  out  of  the  woods  with  regard  to  our  employment  problem, 
we  are  not  nearly  out  of  the  woods  altogether.  And  the  problems 
of  the  widening  gap  between  the  well  educated  and  the  less  edu- 
cated, the  difficulties  Americans  have  moving  from  job  to  job,  and 
the  problems  of  our  central  cities  and  poor  rural  areas,  must  not 
be  ignored,  can  be  ignored  at  our  peril. 

^lat  do  we  propose  to  do  about  these  problems?  Well,  let  me 
emphasize  that  the  Administration  is  proposing  to  invest  substan- 
tially in  human  capital.  It  is  a  cold-blooded  word.  You  will  excuse 
the  word,  I  hope.  We  all  know  what  it  means.  It  means  our  human 
resources.  It  is  our  most  precious  set  of  resources  as  a  Nation,  and 
we  all  have  a  stake  in  investing  in  everything  from  Head  Start, 
through  direct  student  loans,  and  Goals  2000  which  moved  through 
the  Senate — and  I  want  to  thank  you  for  that.  It  will  be  in  con- 
ference. Also  Title  IV  of  Goals  2000,  is  the  National  voluntary  skills 
standard  system,  which  will  enable  community  colleges  and  others 
and  employers  to  come  together  and  chart  where  there  are  skill 
needs. 

National  service  and  direct  student  loans  will  enable  more  young 
people  to  go  to  college.  The  School-to-Work  Opportunities  Act, 
which  also  moved  through  the  Senate — and  I  thank  you  for  that, 
and  also  faces  conference — will  be  one  means  of  dealing  with  the 
problems  of  the  school  dropout,  the  potential  dropout,  the  unem- 
ployed teenager. 
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We  have  one  of  the  best  systems  of  higher  education  in  the 
world.  I  can  speak  as  a  party  in  interest,  perhaps,  because  I  used 
to  be  in  that  business.  But  we  have  one  of  the  worst  systems  in 
the  industrialized  world  for  getting  young  people  from  school  to 
work  who  are  not  going  on  to  a  4-year  college  or  university. 

Our  community  colleges  have  done  an  absolutely  sterling  job 
around  the  country,  and  many  of  you  know  this.  Community  col- 
leges are  gateways  into  the  middle-class  for  many  young  people. 
But  we  still  need  a  school-to- work  system,  and  the  President's  pro- 
posal, the  bill  that  is  now  hopefully  going  to  be  signed  into  law 
very  shortly,  will  provide  career  pathways  for  young  people  moving 
from  school  to  work,  giving  them  in  the  10th  and  11th  grade,  what 
the  MDRC  has  recently  found  to  be  an  extraordinarily  effective  set 
of  tools.  These  are  blending  classroom  with  work-based  learning, 
with  mentors  at  the  work  site  working  with  teachers  to  ensure  that 
young  people  see  the  relationship  between  what  they  are  doing  in 
the  classroom  and  what  they  can  learn  at  the  work  site.  Then  give 
them  at  least  a  year  beyond  12th  grade  in  which  they  can  get  a 
more  specialized  skill  leading  to  a  certification,  so  that  employers 
around  the  country  will  know  what  they  are  getting  and  will  be 
able  to  recognize  someone  who  has  mastered  a  set  of  core  skills.  As 
I  traveled  around  the  country,  I  looked  at  many  of  these  appren- 
ticeship programs.  I  have  looked  at  many  of  the  programs,  some  of 
which  are  in  your  States. 

I  was  in  one  city  not  too  long  ago  and  encountered  a  teenager, 
a  young  girl,  worlang  on  a  homeless  shelter  in  the  afternoon  and 
taking  classes  in  the  morning.  She  had  been  in  danger  of  dropping 
out.  She  came  up  to  me  with  a  smile  on  her  face,  said  something 
that  no  young  person  has  ever  said  to  me  before,  "I  love  geometry." 
That  is  the  first  thing  she  said  to  me.  She  did  not  even  introduce 
herself.  I  asked  her  why.  She  SEiid, 

I  can  see  the  relationship  with  what  I  am  learning  in  the  classroom  in  the  morning, 
geometry,  and  what  I  am  doing  here,  building  this  homeless  shelter. 

I  cannot  emphasize  enough  the  importance  of  many  of  our  young 

people  seeing  the  relationship  between  school  and  work.  Some  of 

the  problems  that  we  have  in  our  central  cities  and  our  poor  rural 

areas  is  that  there  are  not  jobs  around  for  our  young  people  to  see. 

They  ask  themselves, 

Why  am  I  sitting  in  this  classroom?  I  do  not  see  the  relationship  between  what  I 
am  doing  here  and  the  world  of  work. 

By  bridging  that  gulf,  we  are  enabling  young  people  to  begin 
their  careers,  see  the  relevance  of  education.  And  that  is  why  that 
School-to- Work  Opportunities  Program  is  so  important.  It  will  pro- 
vide an  umbrella  for  so  many  of  the  other  vocationally  oriented  pro- 
grams that  aim  to  help  people  get  the  skills  they  need  for  the  fu- 
ture. 

Let  me  move  on  to  the  second  problem  I  alluded  to  before  and 
that  is  the  difficulty  of  moving  from  work  to  work  because  of  cor- 
porate downsizing,  military  downsizing,  technological  changes,  and 
all  of  the  other  churning  that  is  now  going  on  in  the  Ajnerican 
economy. 

We  have  not  yet  introduced  this  bill,  the  Reemployment  Act  of 
1994,  which  is  still  on  the  drawing  boards.  We  will  be  introducing 
this  hopefully  within  the  next  month.  But  I  can  give  you  its  out- 
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line.  The  President  is  asking  in  the  1995  budget  for  $1.5  billion  for 
worker  readjustment,  for  a  total,  increase  of  31  percent  over  1994. 

Over  a  5-year  period,  the  projection  would  be  $13  billion.  Of  that 
$13  biUion,  the  President  will  be  requesting,  again  in  that  5-year 
window,  $11  bilhon  on  the  discretionary  side.  In  the  1995  budget, 
the  President  has  cut  elsewhere  to  make  allowance  for  this  pro- 
gram. And,  at  the  Department  of  Labor,  we  have  reallocated  our 
funds. 

If  you  pennit  me,  Mr.  Chairman,  members  of  the  committee,  it 
is  vitally  important,  and  I  take  this  very  seriously,  as  does  every 
other  member  of  the  cabinet  and  certainly  the  President,  that  in 
this  time  of  fiscal  stringency,  every  dollar  count.  We  have  gone 
through  all  our  employment  and  training  programs  to  ensure  that 
the  public  is  getting  a  benefit  from  them. 

I  can  say  that,  with  regard  to  our  programs  targeted  to  disadvan- 
taged young  people,  I  am  not  yet  satisfied  that  short-term  training, 
approximately  3  to  5  months,  for  disadvantaged  teenagers  is  work- 
ing. And  that  is  why  the  President  is  recommending  a  decrease  in 
that  program  in  the  order  of  $60  million. 

Senator  Domenici.  What  is  that  program?  May  I  ask  that? 

Secretary  Reich.  Yes;  this  is  the  Title  II-C  of  the  Job  Training 
Partnership  Act.  We  will,  overall  for  disadvantaged  youth,  increase 
funding  by  12  percent.  But  our  goal  is  to  shift  those  funds  fi'om 
short-term  training,  which  does  not  seem  to  be  working,  into  areas 
where  there  is  a  big  effect. 

I  can  give  you  some  examples  of  where  money  seems  to  be  hav- 
ing a  very  positive  effect.  The  Job  Corps  celebrates  its  30th  anni- 
versary this  year,  and  it  is  working.  It  is  a  good  investment.  Study 
after  study  shows  that,  although  the  cost  per  participant  is  high 
relative  to  some  other  programs 

Chairman  Sasser.  What  is  that  cost,  Mr.  Secretary? 

Secretary  Reich.  Right  now,  the  cost  is  $22,000  per  participant. 

Chairman  Sasser.  That  is  about  the  same  as  it  costs  to  keep 
somebody  in  prison  for  a  year;  is  that  not  right? 

Secretary  REICH.  Mr.  Chairman,  actually  my  latest  information 
is  that  it  is  cheaper. 

Chairman  Sasser.  Yes. 

Secretary  Reich.  It  is  $27,000  to  $30,000  cost  to  put  somebody 
in  prison.  The  Job  Corps  is  a  highly  structured  program.  Young 
disadvantaged  people,  are  taken  out  of  their  communities  very 
often,  put  into  a  highly  structured  program.  Even  when  they  are 
in  their  communities,  it  is  a  very  highly  structured  program. 

The  return  on  that  public  investment  is  considerable.  Studies 
show  that,  relative  to  control  groups.  Job  Corps  recipients  commit 
fewer  crimes,  have  a  higher  probability  of  attending  college,  a  sig- 
nificantly lower  probability  of  being  on  welfare,  and  a  much  higher 
probability  of  getting  a  better  job. 

As  I  have  traveled  around  the  country,  I  have  also  visited  a  pro- 
gram called  CET,  based  in  San  Jose,  CA.  This  program,  also  geared 
to  disadvaintaged  young  people,  has  an  extraordinarily  high  success 
rate  in  terms  of  placing  and  keeping  them  in  good  jobs.  It  works 
very  closely  with  employers.  In  fact,  the  key  to  it  is  that  employers 
come  to  the  program  and  say. 
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We  need  these  kinds  of  skills.  If  you  can  give  us  young  people  who  pass  this  kind 
of  eligibility  requirement,  have  these  kinds  of  skills,  we  will  hire  them. 

That  is  the  kind  of  program  I  think  we  ought  to  be  putting  our 
money  into,  programs  that  work.  Another  example  of  something 
that  does  not  work,  where  we  are  going  to  be  urging  a  chsinge,  is 
the  targeted  jobs  t£ix  credit.  The  studies  that  I  have  seen  over  the 
past  10  years  have  persuaded  me  that  as  presently  constituted,  the 
targeted  jobs  tax  credit  is  not  creating  new  jobs  for  young  people. 
Most  of  the  jobs  that  are  created  would  have  been  created  anyway. 
It  is  a  windfall  to  employers.  We  are  going  to  be  working  this  year 
on  changing  that.  We  hope  to  come  back  to  Congress  with  new  pro- 
posals or,  if  we  cannot  do  it  better,  then  we  will  eliminate  that  alto- 
gether. 

With  regard  to  helping  Americans  move  from  job  to  job,  let  me 
tell  you  what  does  not  work  and  let  me  tell  you  what  I  think  does 
work.  What  does  not  work  is  a  fragmented  program  of  the  sort  we 
have  now.  If  I  lose  my  job,  I  have  got  to  go  to  an  unemplojrment 
office  and  usually  stand  in  line.  Then  I  have  to  go  to  an  employ- 
ment office  if  I  want  to  find  out  what  jobs  there  are,  and  that  is 
based  pretty  much  on  the  want-ads.  Then  I  have  got  to  go  to  try 
to  get  training  someplace.  I  have  got  to  see  if  I  am  eligible  for  one 
of  these  small  categorical  programs.  Often,  it  takes  a  great  deal  of 
time  to  determine  eligibUity, 

What  we  are  proposing  instead  is  a  merging  of  the  unemploy- 
ment insurance  system  and  job  training:  one  place,  one  time.  If  I 
need  help,  I  emi  identified  early  as  someone  who  is  unlikely  to  get 
my  old  job  back.  I  am  referred  to  reemplojmient  assistance,  job 
search  assistance.  Mr.  Chairmsin,  members  of  the  committee,  job 
search  assistance  is  often,  for  many  people,  as  important,  if  not 
more  important,  than  retraining  to  help  in  getting  the  next  job. 

Many  people  who  are  now  jobless,  who  have  lost  their  job  be- 
cause of  corporate  downsizing  or  defense  downsizing,  these  people 
have  not  had  to  find  a  job  for  years.  They  do  not  even  know  how 
to  begin.  I  have  talked  to  unemployed  workers  around  the  country. 
They  also  need  good  information  on  where  the  jobs  are,  what  to 
train  for.  There  is  nothing  worse  than  being  trained  for  a  job  that 
does  not  exist.  As  part  of  our  proposal,  we  are  going  to  propose  a 
computerized  job  data  bank  with  up-to-date  information. 

Ag£dn,  the  Reemployment  Act  of  1994  is  still  on  the  drawing 
boards.  We  will  be  introducing  it,  hopefully,  within  the  next  month. 
But  in  coming  to  a  close,  let  me  just  emphasize  that  ultimately  the 
responsibility  for  getting  America  to  work  falls  on  every  shoulder. 
It  is  not  just  government.  Obviously,  individual  citizens  have  to 
take  responsibility  for  lifetime  learning  and  for  flexibility. 

There  is  no  free  ride  any  longer.  You  do  not  finish  your  education 
at  the  age  of  16  or  18  or  22.  You  have  got  to  continue  to  be  edu- 
cated. There  is  no  job  security  for  anyone  any  longer.  Even  chief 
executive  officers  find  themselves  on  the  street.  Businesses  must 
recognize  that  their  workers  are  their  most  precious  asset,  an  asset 
to  be  developed,  not  a  cost  to  be  cut.  The  best  businesses  in  this 
country  are  training  their  workers,  are  developing  their  workforce. 
They  understand  that  it  is  an  asset,  not  a  cost. 

Government  must  deploy  its  limited  resources  with  clear-headed 
analysis  and  hard-headed  reform,  expanding  what  works — I  have 
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talked  about  what  works — but  also  abolishing  or  contracting  or 
changing  what  does  not  work,  and  seizing  every  opportunity  to  im- 
prove. 

I  look  forward  to  working  with  all  of  you.  I  will  be  glad  to  answer 
any  of  your  questions.  Thank  you. 

Chairman  Sasser.  Well,  thank  you  very  much,  Mr.  Secretary. 
And  I  think  your  charts  there  tell  a  great  story.  I  think  thev  indi- 
cate the  reasons  for  some  of  the  serious  problems  we  are  having 
now  in  our  society,  in  our  culture.  When  you  see  43  percent  of  the 
black  teenagers,  almost  44  percent,  unemployed,  30  jpercent  of  the 
Hispanic  teenagers  and  even  almost  26  percent  of  white  teenagers 
are  unemployed,  that  is  a  very  serious  social  problem  in  my  judge- 
ment which  is  eroding  the  culture  in  certain  areas  of  the  country. 

[The  prepared  statement  of  Secretary  Reich  follows:] 
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STATEMENT  OF 

ROBERT  B.  REICH 

SECRETARY  OF  LABOR 

BEFORE  THE 

COMMITTEE  ON  THE  BUDGET 

UNITED  STATES  SENATE 

February  22,  1994 

Mr.  Chairman,  Senator  Domenici,  Members  of  the  Committee: 

I  am  pleased  to  have  the  opportunity  today  to  present 
President  Clinton's  budget  for  Fiscal  Year  1995  and  to  highlight 
the  role  of  Department  of  Labor  initiatives  in  the 
Administration's  economic  plan. 

A  year  ago,  our  nation's  economic  picture  was  cloudy,  with 
escalating  budget  deficits,  a  lingering  recession,  and  a 
stagnating  economy. 

Today,  the  picture  is  significantly  brighter.   In  the  first 
year  of  the  Clinton  Administration,  nearly  two  million  jobs  were 
created  —  over  1.7  million  in  the  private  sector.    In  the 
previous  four  years   combined,    only  one  million  new  private  sector 
jobs  were  created.   Accompanying  this  job  growth  has  been  a 
significant  decline  in  unemployment.   And  there  is  a  clear 
downward  trend  in  budget  deficits. 

But  enormous  social  and  economic  challenges  remain.   I  want 
to  begin  by  setting  the  specific  —  and  difficult  —  choices  this 
budget  represents  in  the  larger  context. 
The  Problem 

Even  as  overall  unemployment  is  down,  the  problem  of  long- 
term  unemployment  remains  acute.   Despite  the  recovery,   the 
average  length  of  a  jobless  spell   in  1993  hit  its  third  highest 
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annual  level  since  the  end  of  World  War  II.    Only  twenty-five 
percent  of  those  who  lost  their  jobs  in  1993  expected  to  be 
called  back  to  their  old  jobs.    For  the  other  seventy-five 
percent,  the  old  job  was  gone  for  good  —  representing  the 
highest  percentage  of  permanent  job  loss  ever ^ registered. 

Today,  many  Americans  cannot  get  work,  keep  work,  or  advance 
in  a  career.    Increasingly,  workers  without  the  right  skills 
find  their  options  shrinking,  as  the  old  pool  of  jobs  for  non- 
college-educated  workers  dries  up.   Fewer  and  fewer  Americans  can 
count  on  holding  a  single  job  throughout  their  careers  and  the 
unskilled  face  worsening  odds  for  sustainable  prosperity. 

The  increasing  challenges  wrought  by  global  competition, 
defense  downsizing,  technological  advances,  and  corporate 
restructuring  all  add  fuel  to  anxieties  about  job  security.   It 
is  also  true  that  these  anxieties  do  not  affect  all  of  us 
equally.   For  instance,  if  you're  female,  with  a  high  school 
education,  not  only  do  you  make  less  than  women  with  college 
educations,  you  make  less  than  males  with  high  school  educations. 
If  you  live  in  a  city  and  are  black  or  Hispanic,   you  are 
significantly  more  likely  to  be  unemployed  than  your  white 
counterparts.    Change  strikes  hardest  at  those  who  are  already 
vulnerable. 
The  Challenge  to  Government 

The  challenge  this  Administration  and  this  Congress  face  is 
to  attack  our  most  pressing  problems  within  the  context  of  a 
rigorous  budget  —  and  to  fund  what  works.   The  proposed  1995 
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budget  sticks  to  the  spending  caps,  which  freeze  discretionary 
spending  at  the  1993  level,  and  targets  over  a  hundred  programs 
for  outright  extinction.    If  we  are  to  regain  control  of  our 
economic  destiny,  we  must  make  these  difficult  choices.   But  the 
budget  also  proposes  increases   in  selected  areas.   There  is  no 
inconsistency  in  this.   For  the  sake  of  at  better  future,  we 
accept  austerity.   And  for  the  sake  of  a  better  future,  we  make 
investments . 

Foremost  among  these  are  investments  in  people  —  our 
nation's  most  valuable  asset.   The  budget  includes  substantial 
Investments  for  Head  Start,  Title  I  for  disadvantaged  elementary 
students.  Goals  2000  for  elementary  and  secondary  school  reform, 
School-to-Work  Opportunities  programs  for  non-college  bound  high 
school  students,  national  service  to  allow  more  young  people  to 
serve  their  communities  and  earn  money  toward  college,  and  a 
significant  increase  for  the  WIC  nutrition  program  for  pregnant 
women,  infants  and  young  children.   The  budget  proposal  also 
includes  workforce  investment  programs  at  the  Department  of 
Labor,  primarily  the  proposed  new  reemployment  system,  one-stop 
career  centers,  and  an  expansion  of  the  Job  Corps  program.   In 
total,  the  Department's  share  of  this  $3.3  billion  increase  in 
human  resources  investment  is  $1.0  billion  —  from  $  5.5  billion 
to  $6.5  billion. 

Investing  wisely  means  investing  in  what  works  —  and  it 
means  the  courage  to  look  candidly  at  what  doesn't  work  and  to 
invest  elsewhere.   We  need  to  keep  asking  these  difficult 
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questions.   And  as  the  answers  come,  we  need  to  have  the 
discipline  to  act  on  then. 

Little  is  more  destructive  to  public  trust  than   funding 
programs  that  claim  to  fill  an  urgent  need  —  but  fail.   Some 
proponents  will  bask  in  the  illusion  that  people  are  being  helped 
when  they  are  in  fact  being  left  behind  —  and  some  taxpayers 
will  lose  faith  that  their  government  can  work.   The  budget  we 
are  proposing  makes  a  more  meaningful  commitment  to  programs  that 
work  —  like  Job  Corps  for  severely  disadvantaged  youth,  Head 
Start,  and  WIC  —  and  makes  cuts  in  some  3  00  specific  programs 
that  don't  pull  their  own  weight. 

As  our  nation  moves  into  an  increasingly  global  economy,  it 
is  more  critical  than  ever  that  we  maintain  our  commitment  to 
building  a  national  workforce  strategy  that  includes  all   our 
citizens.   More  than  ever,  what  you  earn  depends  on  what  you 
learn.   If  you  have  the  skills  that  come  with  a  college  degree  or 
other  training  beyond  high  school,  you'll  probably  find  a  good 
job  and  earn  a  good  wage.   But  if  you  don't  have  the  skills, 
you're  more  likely  to  be  without  a  job  or  stuck  in  a  job  that 
goes  nowhere. 

Finding  —  and  Funding  —  What  Works 

New  Jobs 
As  the  President  made  clear  in  this  year's  State  of  the 
Union  address:   "The  only  way  to  get  a  real  job  with  a  growing 
income  is  to  have  real  skills  and  the  ability  to  learn  new  ones. 
We  must  streamline  today's  patchwork  of  training  programs  and 
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make  them  a  source  of  new  skills  for  people  who  lose  their  jobs. 
Reemployment,  not  unemployment,  will  be  the  centerpiece  of  our 
economic  renewal . " 

We  need  to  build  a  re-employment   system  because  our  current 
unemployment   system  no  longer  delivers  what  American  workers 
need.   The  primary  governmental  response  to  job  loss  —  the 
Federal-state  unemployment  insurance  system  (UI)  —  was  designed 
in  a  different  time  and  for  a  fundamentally  different  economy. 
When  UI  was  started  fifty  years  ago,  the  idea  was  to  provide 
income  support  during  temporary  layoffs.      Both  government  and 
workers  shared  the  expectation  that  laid-off  workers  would  return 
to  the  same  jobs  once  the  economy  picked  up  again. 

Today,  UI  still  helps  millions  of  workers  through  short-term 
income  support.   But  for  many  unemployed  Americans,  the  picture 
has  changed:   they  face  stiructural   displacement,    not  simply 
cyclical   downturns   in  the  economy.   The  current  system  simply 
isn't  set  up  to  help  workers  build  new  skills  and  find  new  jobs. 

The  symptoms  of  Government's  current  failure  to  deliver  are 
clear  --  especially  to  the  citizens  who  need  to  make  workforce 
transitions.   People  looking  for  help  confront  a  confusing, 
overlapping,  and  duplicative  tangle  of  programs,  services,  and 
rules.   Students,  workers,  and  the  unemployed  have  a  tough  time 
getting  the  information  they  so  desperately  need:   what  benefits 
and  services  are  available  to  them?  Where  can  they  get  high- 
quality  training?  What  do  they  need  to  know  to  find  and  hold 
good  jobs  and  build  sustainable  careers? 
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The  underlying  problem  is  the  lack  of  a  coherent  employment 
and  training  system.      Instead,  we  have  a  large  number  of 
disconnected,  category-based  programs  —  each  with  distinct 
eligibility  requirements,  operating  cycles,  and  program 
standards.   Reams  of  Federal  rules,  regulations,  eligibility 
standards,  governance  structures  and  administrative  procedures 
add  operating  costs  and  erect  artificial  barriers  to  program 
coordination  —  despite  the  pleas  of  State  and  local 
administrators  for  relief.    We  need  to  build  a  true  system  of 
lifelong  learning  instead  of  the  current  hodgepodge  of  programs. 

That's  why  the  Department  of  Labor  has  been  scouring  the 
country  for  evidence  of  what  works  for  getting  workers  into  new 
and  better  jobs.   The  Department  recently  hosted  a  conference  on 
"Building  a  Reemployment  System:  What  Is  Working  Across  America" 
—  that  brought  managers  and  customers  of  some  of  these 
pathfinder  programs  together  with  labor  and  community  leaders, 
members  of  Congress  and  their  staffs,  and  the  President.   The 
conference  not  only  highlighted  programs  that  work  but  also 
focused  on  identifying  their  critical  common  elements.    Soon, 
the  Administration  will  propose  the  Reemployment  Act  of  1994, 
which  is  founded  on  this  sturdy  evidence  about  what  works. 

First  Jobs 

Two  weeks  ago,  the  Senate,  following  earlier  action  by  the 
House,  helped  lay  the  foundation  for  the  Administration's  high- 
skill,  high-wage  jobs  campaign,  by  passing  the  School-to-Work 
Opportunities  Act  and  the  Goals  2000:  Educate  America  Act.   These 
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two  bills  have  enjoyed  widespread,  bipartisan  support  throughout 
the  country  and  will  complement  the  proposed  Reemployment  Act  by 
bringing  America's  young  people  a  giant  step  closer  to  economic 
security. 

In  this  increasingly  global  economy  nearly  everyone — 
business  leaders,  along  with  educators,  community  organizations, 
and  State  and  local  governments —  have  recognized  that,  while  our 
major  international  competitors  are  refining  and  improving  their 
school-to-work  transition  systems,   the  United  States  has  yet  to 
develop  one.   In  practical  terms,  this  means  that  unlike  their 
peers  in  Japan  or  Germany,   young  Americans  entering  the 
workforce  after  high  school  make  their  way  into  their  first  jobs 
with  little  guidance,  direction,  or  support. 

Like  the  proposed  Reemployment  Act,  the  School-to-Work  bill 
grew  out  of  what  works.   We  know  that  many  people  learn  better 
when  they  have  the  opportunity  to  learn  in  context.   People  learn 
better  when  they  see  the  connection  between  what  they  are 
learning  and  why  they  need  to  know  it.   People  learn  better  when 
they  can  work  closely  with  an  expert,  ask  cjuestions,  learn  by 
applying  academic  lessons  in  a  real-world  setting,  by  the  example 
of  others,  and  by  practice.    In  easing  the  transition  from 
school  to  work  for  the  three-fourths  of  American  youth  who  enter 
the  workforce  without  four-year  college  degrees,  our  proposal 
aims  to  develop  a  high-quality  system  in  all  States,  building  on 
effective  innovations  already  underway. 
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The  Act  establishes  a  framework  for  a  high-quality, 
nationwide  system  to  serve  significant  numbers  of  youth, 
including  those  who  plan  on  continuing  their  education  at  a 
college  or  university.   Expanding  and  enriching  the  existing 
programs  —  the  building  blocks  for  the  system  —  will  expand 
opportunities  for  students  to  take  the  first  step  on  a  high-wage, 
high  skill  career  path.   This  framework  fosters  the  cooperation 
of  key  partners  who  are  essential  to  success:   employers,  labor, 
educators,  civil  rights  and  community-based  organizations,  and 
State  and  local  government. 

The  school-to-work  proposal  is  closely  linked  to  the  Goals 
2000  Act,  which  promotes  the  development  and  voluntary  adoption 
of  national  academic  and  skill  standards.   School-to-Work 
Opportunities  programs  will  prepare  students,  both  through 
school-based  and  work-based  learning,  to  meet  the  challenging 
content  and  performance  standards  developed  vinder  the  Goals  2  000 
legislation.   Ultimately,  the  establishment  of  national  skill 
standards  in  broad  occupational  areas  will  guide  the  development 
of  what  a  student  learns  in  a  School-to-Work  Opportunities 
program  and  what  a  student  needs  to  know  to  earn  a  skills 
certificate.   The  1995  request  includes  $300  million  for  School- 
to-Work,  divided  equally  between  the  Departments  of  Labor  and 
Education. 

The  Administration's  budget  proposal  acknowledges  our 
special  accountability  for  building  the  skills  of   the 
disadvantaged,  adults  as  well  as  youth.   Workforce  investments  — 
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not  welfare  checks  —  must  be  the  weapons  of  choice  in  the 
struggle  against  poverty.   The  1995  budget  builds  in  a  multi- 
pronged  strategy.    Under  the  proposed  Reemployment  Act,  all 
workers  who  are  seeking  jobs  —  including  the  most  vulnerable 
among  displaced  workers  —  will  have  access  to  basic  employment 
services.   In  addition,  the  budget  calls  for  significant 
investments  in  youth,  so  that  they  can  get  the  job  and  work 
experience  they  need  to  compete  in  the  new  global  economy.   The 
budget  also  includes  large  categories  of   skill-building 
investments  targeted  exclusively  on  the  disadvantaged.   In  this 
critical  area  we  have  been  especially  careful  to  examine  all  the 
evidence  and  concentrate  our  resources  where  they  make  a 
difference.   For  example,  a  major  study  recently  confirmed 
mounting  signals  that  conventional  short-term  training  programs 
for  disadvantaged  youth  fail  to  have  any  positive  impact  on  their 
job  prospects  or  earnings.   So  our  proposed  budget  pares  back 
youth  training  grants  by  9  percent  (or  $60  million)  while  we 
develop  new,  more  effective  approaches.   At  the  same  time,   the 
proposed  budget  for  1995  builds  in  a  major  increase  of  $116 
million  for  a  proven  winner  for  disadvantaged  youth  —  Job  Corps. 
There  is  no  doubt  that  Job  Corps  is  expensive.   There's  also  no 
doubt  that  it  works,  and  it's  worth  what  it  costs.   An  expansion 
plan  that  began  last  year  calls  for  a  50%  increase  in  capacity 
over  the  next  decade,  and  will  fund  six  new  centers  this  year,  in 
addition  to  the  eight  new  centers  started  last  year.   Overall, 
there  are  enough  proven  programs  for  building  the  skills  of  the 
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disadvantaged  to  justify  a  major  budget  expansion,  even  in  these 
difficult  budgetary  times.   The  total   requested  increase  for 
programs  serving  the  disadvantaged  is  $479  million  —  a  13 
percent  increase  over  last  year's  budget. 

Better  Jobs 
In  addition  to  helping  generate  and  facilitate  first  jobs 
and  new  jobs  for  Americans,  the  Administration  is  also  committed 
to  ensuring  jbetter  jobs  for  Americans.   Building  a  seamless 
system  of  lifetime  learning  is  an  important  part  of  the  strategy. 

So,  too  are  productive  workplaces,  state-of-the-art  technology, 
and  a  modern  infrastructure. 

Another  essential  component  of  the  strategy  for  better  jobs 
is  blocking  the  "low  road"  to  competitive  advantage  —  a  road 
paved  with  substandard  wages,  discrimination,  health  and  safety 
violations,  to  name  just  a  few  —  through  energetic  and 
strategically  targeted  enforcement  of  key  labor  and  employment 
laws.   The  Department  has  developed  a  new  Enforcement  Initiative 
to  address  its  changing  law  enforcement  responsibilities,  which 
cover  approximately  10  million  workplaces  and  over  100  million 
people.   The  budget  for  the  Enforcement  Initiative  calls  for  355 
FTE  and  $66.7  million.   With  these  additional  resources 
principally  more  investigators  and  compliance  staff  —  the 
Department  will  be  able  to  make  coordinated,  high-profile 
interventions  that  focus  on  repeated  and  egregious  violations  of 
the  laws. 
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Our  enforcement  initiative  will  not  only  provide  more 
resources,  but  will  also  capitalize  on  "reinventing"  enforcement 
strategy  to  increase  effectiveness,  coherence,  and  fairness. 
These  reinvention  efforts,  which  implement  recommendations  of  the 
Vice  President's  National  Performance  Review,  include  expanding 
the  use  of  modern  information  technology  by  putting  more 
computers  into  the  hands  of  front-line  workers  —  and  economizing 
on  scarce  litigation  resources  by  expanding  the  use  of 
Alternative  Dispute  Resolution. 

The  1995  budget  signals  a  major  shift  in  policy,  from  simply 
seeking  to  ease  the  pain  of  unemployment  to  actively  promoting 
new  and  better  jobs  for  all  Americans.    It  reflects  the 
Administration's  commitment  to  restrain  discretionary  spending, 
while  recognizing  the  paramount  importance  of   investing  in  young 
people  and  all  our  workers,  in  ways  that  boost  their  productivity 
and  prepare  them  to  adjust  to  economic  change  and  compete 
successfully  in  global  markets.   The  economic  vitality  of  all 
Americans  depends  on  our  continuing  to  invest  in  building  a 
highly  skilled  workforce. 

Ultimately,  the  responsibility  for  getting  America  to  work 
falls  on  every  shoulder.   Individual  citizens  must  take 
responsibility  for  a  lifetime  of  learning  and  flexibility- 
Businesses  must  recognize  that  workers  are  their  most  important 
asset  —  and  must  keep  investing  in  their  workers'  skills.   And 
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government  must  deploy  its  limited  resources  with  clear-headed 
analysis  and  hard-headed  reform  —  expanding  what  works, 
abolishing  what  doesn't  —  and  seizing  every  opportunity  to 
improve. 

This  concludes  my  prepared  remarks.   I  look  forward  to 
working  with  all  of  you,  and  I  will  be  glad  to  answer  any 
(questions. 
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Chairman  Sasser.  I  want  to  compliment  you  on  your  efforts  to 
get  outside  of  Washington  and  get  in  touch  with  so  many  employ- 
ers and  employees  all  across  this  country.  And  I  am  hard-pressed 
to  recall  a  Labor  Secretary  who  has  tried  harder  to  determine 
through  personal  visits  exactly  what  is  going  on  in  the  American 
workforce. 

I  was  encouraged  also  by  your  chart  that  indicates  that  in  the 
past  year,  this  economy  has  created  about  1.7  million  jobs.  Is 
that 

Secretary  Reich.  Almost  1.7,  that  is  right,  and  in  total,  Mr. 
Chairmgrn,  almost  two  million. 

Chairman  Sasser.  That  is  a  very,  very  encouraging  statistic.  In 
your  testimony,  however,  you  alluded  to  the  fact  that  many  people 
in  the  major  corporations  are  losing  their  jobs  or  have  already  lost 
their  jobs  and  have  no  hope  of  returning.  I  am  concerned  not  just 
about  job  creation,  which  is  very,  very  important,  I  am  concerned 
also  about  creating  good  jobs,  good  paying  jobs.  How  are  we  doing 
in  that  regard,  in  your  judgment? 

Secretary  Reich.  Last  year,  more  than  60  percent  of  the  jobs  cre- 
ated in  the  United  States  were  managerial,  professional  or  tech- 
nical jobs  requiring  some  skill.  They  were  good  jobs.  They  were  not 
great  jobs  in  the  sense  that  even  the  best  educated  £unong  us  is  no 
longer  on  the  kind  of  upward  trajectory  that  incomes  were  on  in 
the  1950's  or  1960's.  But  I  can  say  that  there  are  good  technical 
jobs  out  there,  even  for  the  non-college  graduate. 

In  my  forays  out  of  Washington,  as  you  pointed  out,  I  have  been 
meeting  with  employers  in  many  industries,  in  Chicago,  the  plastic 
injection  molding  industry  and  the  spring  coil  industry.  In  Califor- 
nia, I  met  with  people  involved  in  computer  casings  and  people  in- 
volved in  private  branch  exchange  installation.  In  industry  after  in- 
dustry, I  hear  the  same  tune,  **We  need  skilled  people."  They  do  not 
have  to  be  college  graduates,  but  there  is  a  shortage  of  skilled  tech- 
nical talent  right  now. 

And  these  technical  people  are,  for  example,  laboratory  techni- 
cians and  factory  technicians.  They  are  no  longer  directly  making 
things,  but  they  are  behind  the  robots  and  computers  which  are 
making  things,  or  are  sales  and  service  technicians.  They  are  need- 
ed, too. 

Chairman  Sasser.  You  alluded  a  moment  ago  to  the  fact  that 
you  anticipate  you  will  be  creating  more  good  paying  jobs  and 
wages  will  be  going  up  but  not  as  quickly  as  they  did  during  the 
1950's  and  1960's.  Now,  in  the  1950's  and  1960's,  we  were  going 
through  a  period  where  we  saw  increasing  productivity  on  a  per 
worker  basis.  And  this  increasing  productivity  was  then  passed  on 
to  the  workers,  as  I  recall,  in  the  form  of  increased  wages. 

And,  of  course,  during  the  1950's  and  1960's,  we  had  a  period  of 
almost  unparalled  economic  expansion  in  this  country.  Now,  we  are 
also  moving  into  a  period  where  we  see  increased  per  capita  pro- 
ductivity among  our  workers.  And  as  my  readings  lead  me  to  be- 
Ueve,  the  American  worker  not  only  is  still  the  most  productive  in 
the  world  on  a  per  capita  basis,  but  has  again  recaptured  the  lead 
in  the  rate  of  increase  of  per  capita  productivity. 

If  that  is  the  case,  why  cannot  we  return  to  a  period  like  the 
1950's  and  1960's  when  we  saw  wages  going  up,  reflecting  this  in- 
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crease  in  per  capita  productivity  on  the  part  of  our  workers?  And 
I  say  that  for  this  reason.  I  have  often  felt  that  one  of  the  reasons 
the  recovery  from  this  recession  has  been  so  sluggish,  although  it 
is  now  starting  to  accelerate,  is  because  the  overwhelming  majority 
of  Americans  simply  have  no  money  to  spend  because  of  the  real 
decline  in  wages  or  wages  remaining  static  over  a  period  of  many 
years. 

That  is  a  long-winded  question,  but  I  am  asking  you:  What  are 
the  chances  of  seeing  wages  starting  to  increase  again  because  of 
increased  productivity  like  we  saw  in  the  1950's  and  1960's?  And 
if  not,  why  not? 

Secretary  Reich.  Mr.  Chairman,  in  the  1950's  and  early  1960's, 
the  Nation  faced  a  great  deal  of  pent-up  demand  for  consumer 
goods.  GFs  came  back;  many  of  them  on  the  basis  of  GI  loans  went 
to  college.  We  had  an  extraordinary  outpouring  of  productivity  that 
fueled  itself  in  terms  of  a  generation  that  started  families  and  who 
acquired  college  educations  and  skills  with  the  help  of  the  govern- 
ment. And  even  as  late  as  the  late  1950's,  you  will  recall  we  had 
a  major  program  for  educating  a  whole  generation  of  scientists  and 
engineers.  We  called  it  the  National  Defense  Education  Act,  and  we 
told  ourselves  that  it  was  about  catching  up  with  the  Soviets  in 
space.  But,  in  fact,  it  did  fiiel  and  continued  to  fuel  economic 
growth. 

We  face  a  somewhat  different  picture  now.  You  see,  there  are  two 
ways,  and  I  am  simplifying  a  bit,  but  I  think  that  this  simplifica- 
tion is  justified  for  the  purpose  of  discussion,  that  businesses  can 
gain  productivity  improvements.  One  is  by  reducing  the  number  of 
workers  to  produce  any  given  amount  of  output.  The  second  is  by 
investing  in  the  capacities  of  the  workers  to  generate  more  output 
and  higher  quality. 

The  first  method,  given  the  metaphors  of  modem  management, 
cutting  to  the  bone,  getting  lean  and  mean,  cutting  out  the  fat, 
might  be  called  the  butcher  technique.  You  can  show  productivity 
improvements  by  simply  cutting  employment  and  having  a  fewer 
number  of  people  produce  approximately  the  same.  This  does  not, 
in  my  judgment,  yield  long-term  productivity  improvements  be- 
cause many  of  the  individuals  who  are  left  behind  do  not  feel  quite 
the  same  about  the  company.  They  are  less  likely  to  come  up  with 
labor-saving  ideas  when  they  feel  that  their  heads  may  be  next  on 
the  chopping  block. 

There  is  a  different  way  of  increasing  productivity,  and  the  best 
companies  in  this  country  are  using  it.  Instead  of  cutting,  they  are 
investing  in  their  workers.  They  are  making  their  workers,  each 
worker,  more  productive.  They  are  giving  workers  the  tools  they 
need  to  become  more  productive.  They  are  engaging  in  new  forms 
of  labor-management  and  worker  participation.  They  are  giving 
workers  a  greater  degree  of  say  over  production,  but  also  engaging 
in  profit  sharing  and  gain  sharing.  And  these  companies  are  show- 
ing not  only  higher  profits  but  sustainable  profits. 

I  would  suggest,  Mr.  Chairman,  in  summary,  that  short-term 
productivity  does  not  tell  you  the  entire  story.  It  does  not  teU  you 
which  of  those  techniques  American  business  is  using. 

Chairman  Sasser.  One  final  question  before  deferring  to  my  col- 
leagues here,  Mr.  Secretary.  In  your  travels  around  the  country, 
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would  you  describe  to  the  committee  some  of  the  priorities  of  both 
workers  and  employers  when  you  discuss  the  workplace  and  the 
needs  of  the  economy  with  them,  and  how  do  the  Administration's 
proposals  in  your  department  intend  to  address  these  priorities? 

Secretary  Reich.  Employers  are  saying  to  me  over  and  over 
again,  as  I  suggested  before,  we  do  need  skilled  technically  com- 
petent workers.  We  need  workers  who  may  not  have  and  certainly 
do  not  need  college  educations,  nor  do  they  need  very  narrow  voca- 
tional specialties  because  those  narrow  vocational  specialties  can 
become  obsolete  very  quickly,  given  rapidly  changing  technologies. 

We  need  workers  who  are  literate  and  can  use  basic  mathe- 
matics, but  also  who  have  some  familiarity  with  some  area  of  tech- 
nology, like  computers,  microelectronics,  and  new  materials  tech- 
nologies; or  we  need  workers  who  are  familiar  with  inventory  con- 
trol. That  is,  rather  than  a  narrow  vocational  specialty,  they  need 
to  have  a  core  skill  on  which  they  can  build  and  on  which  employ- 
ers can  build. 

Hence  our  emphasis  upon  the  school-to-work  transition  and 
hence  our  emphasis  upon  skill  standards,  voluntary  national  skill 
standards  which  will  provide  employees  and  employers  with  signals 
as  to  who  has  the  right  kind  of  basic  skills  on  which  employers  can 
build.  And,  finally,  the  importance  of  the  reemployment  program. 
Workers  around  the  country  tell  me  they  need  job  search  assist- 
ance. They  need  help  in  finding  the  next  job.  They  need  help,  some 
of  them,  with  job  counseling.  Some  of  them  need  extended  benefits, 
beyond  26  weeks,  to  finish  their  training  or  retraining.  They  need 
good,  up-to-the-minute,  high-quality  information  about  where  the 
jobs  are,  what  to  train  for,  what  kind  of  skills  are  in  demand. 

In  all  of  these  respects,  the  Administration's  reemplojonent  ini- 
tiative seeks  to  respond  to  both  the  needs  of  employers  and  employ- 
ees. 

Chairman  Sasser.  Thank  you,  Mr.  Secretary.  I  will  defer  now  to 
Senator  Domenici. 

Senator  Domenici.  Mr.  Chairman,  might  I  inquire  of  two  Sen- 
ators on  my  side  as  to  their  time?  Do  you  have  time  to  be  here? 
What  is  your  schedule? 

Senator  Grassley.  Well,  I  can  be  here  for  another  20  minutes. 

Senator  Domenici.  And  how  about  you,  Senator? 

Senator  Brown.  I  am  on  a  similar  schedule. 

Senator  DOMENICI.  Well,  I  am  not  quite  that  tight,  so  why  don't 
I  yield  to  you  first?  I  will  yield  first  to  Senator  Grassley. 

Senator  Grassley.  My  first  question,  Secretary  Reich,  is  to  be 
able  to  compare  your  new  programs  that  you  are  proposing  with 
existing  programs,  kind  of  a  cost-benefit  analysis  that  would  be  ap- 
plicable both  to  our  consideration  of  your  suggestions  as  well  as  a 
yardstick  to  measure  performance  if  the  program  is  adopted. 

What  would  be  your  90-day  job  retention  cost  for  the  jobs  the 
way  you  are  proposing  training  people? 

Secretary  Reich.  Senator,  let  me  ask  you  to  clarify  the  question 
in  one  respect.  Are  you  talking  about  training  for  the  disadvan- 
taged, that  is,  the  improvements  we  are  proposing  in  the  JTPA 
title  for  adults  or  for  young  people,  or  are  you  talking  about  the 
proposed  reemployment  system? 

Senator  Grassley.  Workforce  security  program. 
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Secretary  Reich.  With  regard  to  the  Reemplo5anent  Act,  that  is 
based  upon  a  number  of  experiments  and  pilot  progrsuns  around 
the  country.  In  New  Jersey,  we  conducted  a  very  large-scale  pilot 
program,  approximately  3,000  people  compared  to  a  control  of 
2,500  people.  With  regard  to  these  3,000  people  who  became  unem- 
ployed, here  is  what  they  got: 

Number  one,  as  soon  as  they  reported  for  unemployment  insur- 
ance, an  angdysis  was  made  of  whether  they  were  Ukely  to  get  their 
old  job  back  again.  This  is  an  analysis  that  is  not  normally  done, 
an  analysis  based  upon  the  industry  they  came  from,  their  occupa- 
tion, their  own  characteristics.  If  it  was  found  that  they  were  un- 
likely to  get  their  old  job  back  again,  they  were  referred  imme- 
diately to  reemployment  services  such  as  we  propose  to  offer:  job 
search  assist£mce,  job  counseling,  and,  where  necessary,  training. 

The  results  of  that  survey  were  very  encouraging  because  those 
individuals  who  were  offered  those  options  at  a  lower  duration  of 
unemployment  than  the  control  group,  on  average  unemployment 
was  a  week  shorter.  Now,  a  week  may  not  sound  like  much,  but 
when  you  add  up  all  of  those  weeks  of  unemployment  insurance 
and  you  add  up  all  of  the  weeks  of  a  productive  citizen  back  at 
work  paying  taxes,  you  get  a  big,  big  return.  In  fact,  the  return  on 
the  basis  of  that  particiilar  study,  for  every  dollar  spent  providing 
those  services  the  return  was  about  $2  in  terms  of  a  productive  citi- 
zen who  was  not  drawing  down  unemplojmient  insurance,  and  also 
who  was  paying  taxes. 

Now,  that  study  has  been  replicated  elsewhere  in  the  country, 
and  I  am  happy  to  share  with  you  all  of  the  experimental  data  we 
have. 

Senator  Grassley.  Will  you  be  able  to  put  a  figure  on  that?  I 
thought  if  you  were  just  a  month  away  from  getting  your  program 
up  here,  you  might  have  an  index  for  us  on  what  that  90-day  job 
retention  cost  might  be. 

Secretary  Reich.  Senator,  I  can  get  you  as  much  information  as 
you  wish  on  all  of  the  data  on  which  we  are  basing  this.  We  do 
have  a  lot  of  data  on  retention  rates.  We  also  do  have  a  lot  of  data 
on  what  seems  to  work.  And  in  my  opening  remarks,  I  talked  about 
what  does  not  seem  to  work,  and  we  will  get  you  all  the  informa- 
tion you  would  hke  to  have. 

Senator  Grassley.  What  is  the  size  of  the  population  that  will 
be  eligible  for  this  new  program? 

Secretary  Reich.  Our  estimate  is  that  2.2  million  Americans  are 
dislocated  at  any  given  point  in  time  involuntarily;  that  is,  they 
lose  their  job  through  any  of  the  corporate  downsizing,  defense 
downsizing,  technological  change,  and  so  forth.  Of  this  2.2  million, 
approximately  1.3  milUon  could  benefit  from  the  reemployment 
services  we  propose,  about  300,000  to  400,000  from  retraining. 
When  up  and  running,  we  expect  it  to  be  able  to  serve  1.3  million 
people. 

Senator  Grassley.  The  pool  you  draw  from  is  2  million,  and 
you 

Secretary  Reich.  2.2  million. 

Senator  Grassley.  2.2  million,  and  you  can  serve  1.3. 

Secretary  Reich.  Yes. 
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Senator  Grassley.  My  last  question  is  kind  of  to  challenge  you 
as  much  as  to  elicit  information.  This  is  the  fact  that  I  suppose  it 
is  how  your  party  views  the  role  of  government  in  our  economy  ver- 
sus how  my  party  views  the  role  of  government  in  the  economy. 
But,  you  know,  the  extent  to  which  there  is  a  massive  amount  of 
regulation,  it  does  have  some  impact  upon  employment.  I  do  not 
know  whether  that  is  your  position,  but  I  think  that  a  lot  of  re- 
spected economists  take  that  position. 

Could  you  tell  me  the  extent  to  which — you  have  got  a  job  re- 
training program  that  you  are  proposing.  How  do  you  see  the  bene- 
fit of  that  offsetting  the  detrimental  impact  of  increasing  regulation 
on  business  that  creates  that  jobs? 

Secretary  Reich.  First  of  all.  Senator,  the  job  search  assistance, 
job  counseling,  retraining,  information  assistance,  all  of  the  bene- 
fits that  workers  need  comes  without  a  specific  burden.  In  fact, 
there  is  no  specific  burden  on  business.  This  is  not  a  regulatory 
program. 

Senator  GRASSLEY.  I  know  that. 

Secretary  REICH.  But  if  I  may 

Senator  Grassley.  Go  ahead. 

Secretary  Reich.  If  I  may  just  add  one  other  point.  In  1993  the 
United  States  Government  spent  $14  billion  on  emergency  ex- 
tended unemployment  insurance.  That  is  on  top  of  the  $22  billion 
spent  in  the  normal  Federal-State  unemployment  insurance  sys- 
tem. In  other  words,  we  as  a  society  spent  $36  billion — employers, 
employees,  taxpayers — basically  keeping  people  intact  until  they 
got  another  job.  Many  of  these  people,  even  after  extended  unem- 
ployment benefits,  did  not  get  another  job. 

That  money,  $36  billion,  did  not  go  to  helping  people  get  the  next 
job.  It  did  not  go  to  training  people  for  the  next  job.  It  did  not  go 
to  preparing  American  workers  for  the  next  job.  It  simply  went  to 
income  support. 

Now,  what  we  will  be  proposing  is  a  system  job  training  pro- 
grams and  job  search  assistance  programs  and  so  forth,  that  are 
the  lubricants  that  enable  this  economy  to  function  at  a  higher 
level  of  efficiency  and  enable  American  workers  to  get  the  jobs  they 
need  to  be  successful  in  this  economy. 

I  fear,  Senator,  that  unless  we  provide  a  better  and  more  mobile 
workforce,  we  are  going  to  be  faced  with  lower  and  lower  incomes 
and,  simultaneously,  greater  and  greater  demands  for  protection- 
ism. People  who  do  not  have  easy  access  to  the  next  job  do  tend 
to  want  to  hold  on  to  what  they  have. 

Senator  GRASSLEY.  I  will  not  ask  any  more  questions  but  just 
close  by  saying  that  when  programs  are  as  old  and  as  massive  and 
as  diverse  as  some  of  ours  that  have  evolved  in  government,  it  is 
not  wrong  to  look  and  review  them.  So  I  am  not  finding  fault  with 
your  looking  at  and  reviewing  them  and  maybe  even  changing 
them.  But  I  think  we  have  to  realize  that  the  cost  of  labor  is  fun- 
damental to  the  number  of  people  that  can  be  hired,  and  I  think 
that  you  ought  to  look  at  government  regulation  and  the  negative 
impact  that  that  might  have  on  hiring  to  see  what  harm  we  are 
doing  as  we  go  forward  trying  to  solve  a  problem  of  unemployment 
and  job  retraining,  which  may  very  well  be  needed,  because  these 


371 

are  regulatory  burdens  that  do  increase  the  cost  of  labor  and  thus 
raise  unemployment. 

Thank  you,  Mr,  Chairman 

Chairman  Sasser.  Thank  you  very  much,  Senator  Grassley. 

Senator  Dodd? 

Senator  DoDD.  Thank  you  very  much,  Mr.  Chairman.  We  wel- 
come you,  Mr.  Secretary. 

Let  me  just  begin  by  stating  from  my  perspective,  I  know  of  no 
other  issue  that  is  as  central  as  this.  From  my  perspective,  the 
most  important  or  credible  social  progrgim,  to  use  those  tired  words, 
is  a  job,  and  a  job  in  the  private  sector.  Nothing  does  more  to  deal 
with  all  of  the  other  problems  that  we  grapple  with  by  the  minute 
here,  whether  it  is  the  crime  problem,  family  abuse,  child  abuse, 
or  the  condition  of  our  neighborhoods.  You  can  go  down  the  long 
Ust,  and  if  you  want  to  come  up  with  a  social  program  that  will 
best  deal  with  this  array  of  seemingly  unfathomable  problems,  it 
is  a  job. 

So  I  think  what  you  are  dealing  with  here  and  talking  about  is 
absolutely  critical  and  central  to  everything  else  we  are  trying  to 
do.  Whether  it  is  the  private  sector,  the  public  sector,  wherever  one 
comes  at  the  problem,  this  is  the  central  ingredient. 

This  proposal  is  about  expanding  our  economy  that's  the  best  an- 
swer to  deficit  reduction.  It's  also  the  best  answer  to  dealing  with 
all  the  problems  of  our  cities.  Show  me  a  community  and  a  neigh- 
borhood that  has  those  kind  of  statistics  and  I  will  predict  for  you 
exactly  the  level  of  crime,  the  destruction  of  housing,  the  condition 
of  families,  and  the  condition  of  children.  You  go  down  the  long  list, 
and  there  are  all  sorts  of  functions  in  our  budget  that  point  to  var- 
ious ideas  we  all  have  on  how  to  address  those  problems.  But  this 
is  the  answer.  If  you  can  start  to  really  come  up  with  some  answers 
in  terms  of  job  creation,  then  it  seems  to  me  we  can  sit  back  and 
allow  the  normal  course  of  events  to  take  hold,  and  these  other 
problems  will  begin  to  dissipate.  So  I  commend  you  for  looking  at 
it. 

Now,  I  have  been  a  strong  supporter  over  the  years  of  the  Job 
Training  Partnership  Act  and  the  targeted  job  tax  credit  because 
I  have  been  under  the  impression  they  work,  that  this  was  a  way 
of  getting  the  private  sector  to  hire  people  that  they  otherwise 
would  not  hire.  But  you  seem  to  be  suggesting  it  is  not  doing  what 
those  of  us  who  have  been  supporters  over  the  years  think  it  is 
doing,  and  that  a  lot  of  these  jobs  would  be  created  anyway,  that 
it  is  nothing  more  than  a  subsidy  program  for  employers  to  sort  of 
avoid  a  tax  obligation  by  hiring  a  few  people  on  a  short-term  basis. 

Having  said  that,  I  would  like  you  to  flesh  out  what  we  are 
spending.  What  is  the  cost  to  the  Treasury  of  the  targeted  tax  cred- 
its? How  much  are  we  losing  of  that  a  year?  How  manv  of  those 
jobs  are  being  kept  beyond  the  90  days?  I  would  like  to  near  some 
further  fleshing  out  of  why  that  particular  program  is  not  worth 
supporting  any  longer  and  why  the  Job  Training  Partnership  Act 
may  also  be  unworthy  of  support. 

Secretary  Reich.  Senator,  first  of  all,  let  me  clarify.  I  did  not 
mean  to  suggest  that  the  Job  Training  Partnership  Act  was  no 
longer  worthy  of  support.  It  is  very  worthy  of  support.  Indeed,  the 
research  we  have  shows  that  with  regard  to  adult  training  of  dis- 
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advantaged  people,  it  is  working.  In  fact,  the  return  on  that  invest- 
ment in  terms  of  higher  wages,  higher  earnings  for  people,  is  any- 
where from  6  to  12  percent.  It  is  a  good  program. 

The  one  area  that  needs  more  attention  is  in  the  short-term 
training  of  disadvantaged  youth.  Long-term  training  of  disadvan- 
taged youth  works  quite  well.  Short-term  training  with  regard  to 
disadvantaged  youth  is  not  working.  And  I  am  not  going  to  give  up 
on  it. 

Senator  DODD.  What  do  you  mean  by  not  working? 

Secretary  Reich.  It  is  not  working  in  the  sense  that  the  studies 
we  have  show  that,  relative  to  a  control  group  that  did  not  get  the 
short-term  training,  no  statistically  significant  difflerence  in  terms 
of  their  job  prospects. 

We  are  not  going  to  give  up  on  this.  That  is,  the  budget  reflects 
a  determination  to  improve  the  JTPA  Title  II  programs,  not  only 
for  adults  but  also  for  yoimg  people,  to  shift  that  money  into  pro- 
grams such  as  the  program  I  saw  on  the  west  coast  just  last  week, 
the  GET  Program,  where  you  have  much  greater  employer  involve- 
ment, and  that  seems  to  work. 

Senator  Dodd.  Can  you  give  us  an  idea  of  what  is  the  cost  right 
now  to  the  Federal  budget  of  the  youth  short-term  employment  pro- 
grams under  either  the  tax  credits  or  the  JTPA?  What  are  we 
spending? 

Secretary  Reich.  I  would  say  that  the  short-term  employment 

{)rograms  are  probably  in  the  range  of  a  half  a  million  to  $600  mil- 
ion,  but  what  we  are  going  to  do  with  those  is,  again,  not  give  up 
in  any  way.  In  fact,  we  are  increasing  overall,  and  I  want  to  em- 
phasize this.  The  President  is  recommending  an  increase  in  dis- 
advantaged youth  programs  of  around  12  percent,  but  not  for  the 
kind  of  short-term  programs  that  do  not  work.  That  is,  we  are 
shifting  money  into  programs  that  do  seem  to  work,  and  that  is 
why  I  have  been  spending  so  much  time  on  the  road  looking 

Senator  Dodd.  I  commend  you  for  that.  I  think  that  is  terrific. 
I  really  do.  I  think  the  idea  of  trying  to  consolidate  makes  a  lot  of 
sense.  But  I  want  to  make  sure  we  do  not  confuse.  You  have  got 
the  targeted  jobs  tax  credit  and  the  Job  Training  Partnership  Act. 
Those  are  two  very  distinctive  programs. 

Secretary  Reich.  Let  me  give  you  some  data  on  the  targeted  jobs 
teix  credit.  The  estimated  cost  of  this  program  to  the  treasury  was 
$282  million  in  fiscal  year  1994.  As  you  know,  this  is  administered 
jointly  with  the  IRS. 

The  problem  here,  in  a  nutshell,  is  that  studies  beginning  in  the 
early  1980's  and  confirmed  very  recently  in  the  Department  by  our 
own  Inspector  General  and  a  study  by  the  GAO,  show  that  most 
of  those  jobs  about  70  percent,  of  the  jobs  created  by  the  targeted 
jobs  tax  credit,  on  which  were  claimed  a  tax  credit,  would  have  oc- 
curred anyway.  Employers  basically  would  have  provided  young 
people  those  jobs  or  disadvantaged  people  those  jobs.  Therefore,  it 
is  very  hard  to  justify  that  kind  of  money  if  those  jobs  would  have 
been  created  einyway.  It  becomes  a  windfall  to  employers. 

Now,  does  that  mean  we  should  stop  trying?  No,  it  does  not  at 
all.  And  what  we  are  going  to  be  doing  in  the  months  ahead  is 
making  efforts  to  change  it  in  such  a  way  and  come  up  with  a  pro- 
posal to  Congress  which  will  keep  its  best  features  and  maintain 
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perhaps  a  targeted  tax  credit,  which  really  creates  incentives,  gen- 
uine incentives  for  employers  to  hire  people  they  would  not  have 
hired  anjrway. 

Senator  DoDD.  And  JTPA,  you  are  recommending  what  be  done 
with  that? 

Secretary  Reich.  With  JTPA  Title  II-C,  we  are  recommending  an 
increase  overall  in  funding,  but  a  shifting  of  the  funds  away  from 
the  kind  of  short-term,  3-  to  4-month  training  that  is  not  working, 
into  a  few  areas  that  show  much  greater  work.  Number  one.  Job 
Corps.  Job  Corps  is  a  major  success.  We  are  increasing  Job  Corps 
funding  substantially  because  we  know  that  it  works.  Number  two, 
as  I  have  gone  around  the  country,  I  have  been  looking  at  pro- 
grams for  disadvantaged  young  people,  the  models  that  do  seem  to 
work.  We  want  to  put  more  money  into  the  models  that  are  work- 
ing, such  as  the  CET  Program,  and  a  program  in  East  Los  Angeles 
I  visited  last  week  that  has  employer  involvement. 

Most  of  the  characteristics  of  the  programs  that  work  have,  num- 
ber one,  employer  involvement.  Employers  come  to  the  program 
and  say  this  is  what  we  need  people  to  do,  these  are  the  kinds  of 
training  we  want.  Employers  are  helping  create  the  curriculum, 
and  there  is  a  blend  of  classroom  instruction  with  work-based 
learning. 

Senator  DODD.  The  Private  Industry  Councils  in  Connecticut  are 
employer-supported  programs  and  very,  very  successful  in  training 
and  working  with  the  curriculum,  particularly  with  the  hard-to- 
place,  and  the  individuals  who  in  many  cases  have  never  really 
been  involved  in  a  work  experience.  But  the  Private  Industry  Coun- 
cils in  Bridgeport,  New  Haven,  and  elsewhere  have  been  very  suc- 
cessful. 

Secretary  Reich.  Senator,  there  are  some  marvelous  programs, 
and  by  criticizing  short-term  training  for  disadvantaged  youth,  I 
am  not  intending  to  criticize  any  particular  program  because  there 
are  some  exceptions  to  the  rule.  I  am  simply  saying  that  we  want 
to  change  the  emphasis  to  programs  that  do  work.  I  want  to  again 
underscore  that  there  will  be  an  increase.  The  President  is  rec- 
ommending an  increase  in  funding  for  disadvantaged  young  people 
and  also  for  disadvantaged  adults. 

Senator  Dodd.  I  thank  you  for  that,  and  I  again  just  commend 
you  for  what  you  are  proposing.  I  realize  it  is  very  much  in  the 
drafting  stage,  but  I  think  everyone  ought  to  be  supportive  of  con- 
solidating offices  and  trying  to  get  to  one-stop  shopping.  I  think  to 
eliminate  a  lot  of  duplication  and  unnecessary  bureaucracy  ought 
to  be  unanimously  endorsed  as  a  way  of  trying  to  make  dollars 
more  effective  in  this  area.  So  I  commend  you. 

Secretary  Reich.  And  Connecticut  has  done  an  extremely  good 
job  in  creating  one-stop  shopping  centers.  I  was  in  Hamden,  Con- 
necticut, for  example.  They  have  a  model  of  one-stop  shopping  in 
which  the  people  in  the  employment  service  are  cross-trained  to 
provide  job  search  assistance,  advice  on  training,  and  job  counsel- 
ing. 

Chairman  Sasser.  Thank  you,  Senator  Dodd. 

Senator  Brown? 
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Senator  Brown.  Thank  you,  Mr.  Chairman.  Let  me  thank  the 
Senator  from  New  Mexico  for  yielding  to  me  his  time,  or  at  least 
the  ability  to  go  ahead. 

Mr.  Secretary,  we  appreciate  your  being  here.  Obviously  you  are 
thinking  of  a  rather  aggressive  program  involving  job  search,  coun- 
seling, and  training. 

Tell  me,  Mr.  Secretary,  do  you  envision  that  the  additional  effort 
in  terms  of  job  search  would  be  conducted  by  the  private  sector  or 
by  the  public  sector? 

Secretary  Reich.  As  we  are  envisioning  it.  Senator,  the  job 
search,  job  counseling,  and  the  job  training  would  be  a  combination 
of  public  and  private  sector.  We  do  not  have  the  details  worked  out, 
and  I  do  not  want  to  get  ahead  of  the  President  on  this  because 
the  President  obviously  is  going  to  be  making  the  proposed,  but  we 
want  to  take  advantage  of  the  incentives  that  are  already  in  the 
private  sector  for  providing  job  search  assistance  and  job  counsel- 
ing. 

Senator  Brown.  So  you  have  not  ruled  out,  for  example,  letting 
people  from  private  firms  that  would  do  placement,  job  placement? 

Secretary  Reich.  At  this  stage  we  are  not  ruling  out  anything, 
and  we  will  be  making  the  presentation  within  the  month. 

Senator  Brown.  I  had  an  occasion  2  weeks  ago  to  visit  Denver's 
Social  Service  Center.  As  you  know,  those  services  get  to  be  spread 
out,  as  you  have  talked  about  here,  but  they  had  over  1,000  city 
employees  at  the  Social  Services  Center  primarily  focused  on  the 
welfare  programs.  But  as  I  went  through  the  numbers,  it  was  cost- 
ing a  little  over  $12,500  to  refer  one  person  to  a  job  per  job  place- 
ment, and  I  know  at  least  in  Colorado's  unemployment  division,  the 
cost  to  the  State  of  job  location  is  dramatically  higher,  many  times 
higher  than  it  would  be  if  you  went  to  a  private  firm.  At  least  in 
examining  that  problem,  I  hope  you  would  look  at  the  alternatives 
for  private  action  in  these  areas,  or  at  least  the  option  to  use  pri- 
vate action  where  they  could  be  more  cost-effective. 

With  regard  to  training,  we  now  have  tax  laws  that  tax  employ- 
ees on  money  given  to  them  for  certain  training  and  certain  edu- 
cational benefits.  Obviously  not  all,  but  some.  Is  making  the  edu- 
cational or  training  expenditures  tax  deductible  part  of  your  plans 
at  this  point? 

Secretary  Reich.  Well,  as  of  right  now,  employers  can  obviously 
deduct  the  cost  of  educating  and  training  their  employees  where 
the  training  and  education  is  relevant  to  the  business.  The  employ- 
ees, as  of  right  now,  are  not  taxed  on  training  and  education  that 
is  pertinent  to  that  particular  business. 

Now,  there  is  an  issue  with  regard  to  Section  127  of  the  Tax 
Code  which  provides  a  tax-fi"ee  benefit  to  employees,  and  the  Ad- 
ministration has  not  yet  decided  whether  to  seek  a  tax  extender 
with  regard  to  that  provision.  But  I  think  your  general  point  is  ab- 
solutely well  taken,  that  employees  and  employers  do  need  every 
reasonable  incentive  to  go  on  with  the  job  of  training  and  edu- 
cation. 

Senator  Brown.  As  I  understood  that,  it  had  to  relate  to  the  cur- 
rent job  not  a  future  job,  so  that  if  you  were  thinking  about  improv- 
ing one's  skills  for  a  different  job,  there  was  more  limited  tax  treat- 
ment in  that  regard. 
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Secretary  Reich.  Yes,  that  is  correct.  My  personal  view — and, 
again,  I  want  to  emphasize  that  this  is  my  personal  view,  not 
cleared  with  my  colleagues  or  with  the  President — is  that  it  would 
be  well  worth  considering  an  expansion  of  Section  127  to  permit 
employees  to  get  from  employers'  education  which  may  not  be  di- 
rectly related  to  the  present  job  but  is,  nonetheless,  tax  free  or  at 
least  where  there  is  a  tax  benefit.  In  this  way,  we  acknowledge 
that  we  are  in  the  midst  of  a  fundamental  change  in  the  relation- 
ship between  education,  training,  and  employment  in  which  people 
have  to  be  continuously  educated  for  the  present  job  and  for  the 
next  job. 

Senator  Brown.  In  listening  to  the  goals  you  outline,  I  want  to 
encourage  you  in  that  thought.  At  least  it  has  always  seemed  to  me 
that  if  our  goal  is  to  help  people  improve  their  training  and  skills 
and  education  levels,  the  fact  that  we  tax  them  on  those  benefits 
or  deny  deductibility  for  an  employer  that  tries  to  provide  that, 
that  seems  to  me  to  be  something  that  we  ought  to  encourage. 

Secretary  REICH.  Again,  we  run  into  the  problem.  Senator — and 
I  am  the  first  to  admit  the  problem — that  whenever  we  are  creat- 
ing a  tax  break,  we  have  got  to  pay  for  it.  We  have  got  to  find  off- 
sets. And  the  cupboard  is  almost  bare. 

Senator  Brown.  I  take  it  that  same  standard,  though,  does  not 
apply  to  the  additional  Federal  spending  that  might  be  involved  in 
your  program? 

Secretary  Reich.  Now,  as  I  emphasized,  with  regard  to  all  of  the 
disadvantaged  programs  and  the  program  for  reemplo)nment,  that 
is  almost  entirely  discretionary.  The  President  has  made  rec- 
ommendations over  1995  £uid  beyond,  and  those  increases  are  bal- 
anced by  cuts  elsewhere  in  the  budget. 

With  regard  to  the  mandatory  side  that  we  will  be  focusing  on, 
it  is  really  quite  small  in  proportion  to  the  discretionary  side,  and 
we  will  be  offering  offsets  for  those  capped  mandatory  entitlements. 

Senator  Brown.  In  thinking  about  the  focus  at  least  I  thought 
I  had  heard  you  put  on,  that  is,  helping  people  find  jobs  and  relo- 
cate when  they  need  to  and  improve  their  skills,  I  was  hoping  also 
you  would  take  a  look  at  the  way  we  now  treat  and  how  we  tax 
the  moving  expense  to  move  to  a  new  job.  As  you  know,  in  years 
past  it  used  to  be  an  item  that  would  come  out  of  a  taxable  income 
before  you  would  count  your  adjusted  gross.  It  is  now  at  a  point 
where  you  have  to  literally  itemize  it  to  be  able  to  get  any  benefit 
out  of  it. 

That  creates  an  enormous  burden  on  young  people  moving  to 
jobs,  as  I  am  sure  you  appreciate.  Literally  they  may  have  funding 
come  for  their  move,  but  have  to  pay  social  security  taxes  out  of 
it,  have  to  pay  income  taxes  out  of  it,  have  to  pay  State  taxes  out 
of  it.  In  some  cases,  they  have  to  pay  local  taxes  out  of  it.  For 
someone  in  really  a  pretty  moderate  income  tax  bracket,  they  find 
themselves  being  taxed  on  what,  in  effect,  is  income  they  do  not  re- 
ceive. It  goes  for  the  move.  They  then  pay  an  enormous  burden  out 
of  it. 

If  our  focus  is  to  help  people  move  to  better  jobs,  that  might  be 
looked  at  as  well.  I  know  it  is  an  enormous  shock  to  somebody  who 
may  receive  a  couple  thousand  dollars  to  move  and  then  finds  they 
have  a  $400  tax  on  that  or  a  $500  tax  on  it  when  they  get  it  all 
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put  together,  particularly,  as  you  know,  those  do  not  normally  get 
withheld  on. 

But  if  you  are  looking  at  ways  to  improve  placement  Euid  job 
search  and  job  improvement,  I  would  hope  you  would  not  forget  the 
private  sector  and  the  punishment  our  Tax  Code  delivers  on  pri- 
vate efforts. 

Senator  DOMENICI.  Would  the  Senator  yield? 

Senator  Brown.  I  would  be  glad  to  yield. 

Senator  Domenici.  Let  me  just  make  an  observation.  I  do  not  re- 
member the  exact  numbers,  but  if  you  look  at  the  reconciliation  bill 
in  terms  of  pay-as-you-go  and  offsets  on  the  tax  side,  the  issue  you 
raise  has  been  decided.  The  decision  has  been  made  to  dramaticaUy 
reduce  the  amount  of  moving  costs  that  can  be  deducted.  It  was  a 
very  big  ticket  item.  It  went  from  something  like  $10,000  allowable 
to  around  $2,500,  I  think.  Myself,  I  did  comment  on  the  floor  that 
I  thought  it  was  inconsistent  with  the  problem  of  changing  times. 
Nonetheless,  that  is  done.  Perhaps  it  ought  to  be  looked  at  again 
in  terms  of  making  jobs  that  you  train  people  for  more  available 
to  the  people  you  train  them  for,  especially  if  they  have  to  move. 

Thank  you  for  jdelding. 

Senator  Brown.  It  just  seems  to  me  that  if  our  purpose  is  to  help 
people  find  jobs  or  help  them  relocate  to  where  they  are  at,  sticking 
them  with  this  blind  cost  is  devastating  to  them,  even  if  you  get 
the  employer  to  help  out  on  some  of  it.  I  hope  it  would  be  part  of 
the  package  you  would  look  at. 

One  last  thing,  and  I  see  my  time  has  run  out,  Mr.  Chairman, 
but  I  am  wondering  if,  in  the  enhanced  job  placement  services  that 
you  envision,  it  is  your  feeling  that  we  should  put  penalties  on  the 
government,  the  Federal  Government  and  State  government,  for 
referring  illegal  immigrants  to  jobs. 

Secretary  Reich.  Senator,  I  would  have  to  know  a  little  bit  more 
about  how  that  might  work.  How  would  you  identify  the  illegal  im- 
migrants in  the  first  place? 

Senator  Brown.  I  think,  at  least  as  I  envision  it,  you  would  im- 
pose or  should  impose  on  the  government  the  SEune  restrictions  Eind 
liability  that  you  impose  on  the  private  sector,  so  that  you  would 
use  the  same  standard  with  regard  to  Federal  activities  as  you 
would  use  for  private  activities. 

I  bring  it  up  because  at  least  my  impression  has  been  that  a 
large  portion  of  the  job  placements  of  illegal  aliens  have  come 
about  through  State  unemployment  offices. 

Secretary  Reich.  I  am  not  aware  of  that.  I  will  take  a  look  at 
that. 

My  own  view.  Senator,  is  that  one  of  the  best  measures  that  gov- 
ernment can  take  to  reduce  the  incentives  to  employers  to  hire  ille- 
gal immigrants  would  be  to  vigorously  enforce  the  labor  laws,  en- 
suring against  substandard  wages,  working  conditions,  and  health 
and  safety  conditions.  Illegal  immigrants  are  obviously  unlikely  to 
complain  about  those  conditions,  and  that  continues  to  be  one  of 
the  reasons  why  American  employers  hire  them. 

Senator  Brown.  I  just  would  hope  that  you  would  consider  mak- 
ing the  Federal  Government  and  its  function  of  referring  people  to 
jobs,  placing  them  with  jobs,  conducting  job  search,  to  have  them 
live  by  the  same  standards  we  impose  on  the  private  sector. 
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Chairman  Sasser.  Thank  you,  Senator  Brown. 

Senator  Domenici? 

Senator  DOMENICI.  Let  me  just,  if  the  Chairman  will  permit  me, 
for  the  record,  Mr.  Secretary,  many  of  us  have  been  advocates  of 
the  targeted  jobs  tax  credit;  and  while  we  look  forward  to  some 
analysis  you  might  present  as  you  recommend  changes,  I  think  we 
ought  to  make  sure  the  record  reflects  that  you  have  stated  this 
could  be  a  windfall  to  employers.  So  nobody  thinks  this  is  a  giant 
program  in  comparison  to  your  $13  billion  program  over  5  years — 
is  that  what  you  said?  Over  5  years? 

Secretary  REICH.  That  is  right.  That  is  the  President's  rec- 
ommendation. 

Senator  DoMENici.  This  is  $200  million  a  year,  this  targeted  jobs 
tax  credit,  and  I  would  urge  that  when  you  look  for  better  cost-ben- 
efit ratios  in  that,  that  you  look  carefully  at  least  at  some  of  the 
populations  that  are  covered  not  being  able  to  get  jobs  if  we  do  not 
have  it,  like  felons.  This  covers  felons  who  get  out,  and  I  would  as- 
sume as  we  try  to  rehabiUtate  prisoners  of  our  criminal  system, 
that  we  would  like  them  to  get  jobs  when  they  get  out.  I  think  any- 
thing we  can  do  to  make  that  a  little  more  attractive  to  business 
as  part  of  your  overall  bill  would  be  very  helpful  to  society  and  to 
those  who  come  out  of  prison. 

Secretary  Reich.  Well,  Senator,  I  certainly  will  take  a  look  at 
that.  This  is  a  bipartisan  concern.  We  want  to  make  sure  that  the 
pubhc  gets  the  maximum  for  every  dollar  that  the  public  is  spend- 
ing, and  the  Administration  is  not  now  proposing  a  further  exten- 
sion of  the  targeted  jobs  tax  credit  at  this  time.  But  between  now 
and  when  the  program  expires,  December  31,  1994,  we  will  con- 
tinue to  study  its  effectiveness,  review  whether  there  is  a  way  to 
improve  the  program,  and  we  will  do  everything  we  can  to  come 
back  with  a  program  that  does  work. 

Senator  DoMENici.  Well,  it  is  very  difficult  to  present  budget 
questions  here  today  and  not  get  involved  in  trying  to  write  a  stat- 
ute, which  we  do  not  do.  And  you  have  today  not  just  talked  about 
long-term  unemployed  as  it  relates  to  dislocated  workers,  but  you 
have  also  talked  about  teenagers  in  our  difficult  economic  areas, 
the  ghettos  or  the  barrios  or  the  inner  cities.  But  I  would  urge  that 
you  do  a  couple  of  things  as  you  finalize  this.  I  am  going  to  give 
you  a  little  bit  of  history  about  CETA.  I  do  not  say  this  with  a 
great  deal  of  pride  because  I  am  not  sure  CETA  was  any  better 
than  its  predecessors.  But,  frankly,  CETA  came  about  because  of 
something  I  called  to  the  attention  of  the  then  regionsQ  director  of 
your  department  in  Dallas. 

When  I  was  the  mayor  in  my  city,  a  Sears  and  Roebuck  manager, 

came  to  my  office  and  said, 

Do  you  know  that  there  are  four  job  placement  experts  in  four  different  Federal  pro- 
grams trying  to  place  people  in  my  store?  What  are  you  going  to  do  about  it? 

I  said. 

Well,  tell  me  what  it  is  about. 

He  said. 

Well,  I  invited  a  placement  officer  from  Job  Training  Corps  So-and-So  and  gave  him 
an  appointment.  To  my  amazement,  before  I  could  see  that  person,  I  had  tlu-ee  more 
calls  from  people  totally  paid  by  the  Federal  Government  who  were  trying  to  place 
people  from  other  funded  programs. 
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So  Labor  had  one  program,  Health  and  Human  Services  had  one, 
perhaps — I  do  not  know  where  else  they  came  from.  So  I  said, 

I  will  look  into  this  and  see  if  we  can't  do  something  about  this. 

Well,  we  tried  a  pilot  program  as  a  result  and  put  all  job  training 
programs  in  one  package  so  that  all  the  Federal  programs  were 
being  run  out  of  one  office.  That  created  CETA  about  2  years.  Sen- 
ator Javits  took  hold  of  it. 

Frankly,  though,  I  then  watched  CETA,  and  CETA  in  New  Mex- 
ico had  many  of  these  kinds  of  situations:  small  town  in  northern 
New  Mexico  called  Espanola,  people  want  work,  they  say  train. 
Whoever  decides  to  train  apparently  has  no  requirement  that  they 
try  to  find  out  what  kind  of  jobs  are  in  greatest  demand.  So  they 
train  sufficient  women  in  that  small  community  to  be  hair  dressers 
and  stylists  of  hair.  I  believe  the  community  needed  three.  I  think 
they  trained  200.  Total  frustration. 

Chairman  Sasser.  It  must  have  been  a  very  stylish  community. 
[Laughter.] 

Senator  Domenici.  Second,  about  4  years  ago,  I  was  trjdng  to 
find  out  what  the  impediments  to  employing  people  were  and  to  see 
if  there  were  any  employer  surveys  as  to  what  was  the  most  dif- 
ficult part  of  hiring  somebody  and  keeping  them  employed.  And  I 
will  dig  this  up  and  send  it  to  you,  but  I  believe  I  found  two:  one 
was  fi-om  the  city  of  Rochester  and  one  was  from  the  city  of  Chi- 
cago, to  my  recollection.  And  I  was  absolutely  shocked  because  in 
both  communities  there  were  large  numbers  of  new  jobs  available, 
and  they  were  not  at  McDonald's  because  McDonald's  never  an- 
swered these  questionnaires  because  at  that  point  there  was  no 
problem  with  McDonald's. 

But  I  was  shocked  to  find  that  of  the  five  reasons  that  employers 
in  those  two  communities  where  there  was  an  expanding  market, 
of  the  five  reasons  they  gave  for  not  being  able  to  retain  employees 
in  the  community  and  keep  them  on  permanently,  only  one  had 
anjrthing  to  do  with  real  skills  or  real  education.  Four  out  of  five 
had  to  do  with  something  much  different,  like  drugs,  alcoholism,  no 
concept  of  showing  up  every  day.  If  they  showed  up  4  days,  that 
was  a  pretty  good  deal;  they  did  not  show  up  the  fifth.  Integrity 
or  loyalty,  which  they  measured  on  the  job  in  terms  of  them  under- 
standing that  they  work  as  a  team  and  the  like.  And  then  along 
fifth  or  sixth  came  basic  education. 

So  I  guess  I  am  suggesting  that  I  hope  we  do  not  go  after  a  na- 
tional program  for  trying  to  match  people  that  are  falling  through 
the  education  and  training  cracks  of  today — and  do  not  seem  to  fit 
the  definition  of  dislocated  worker  to  which  you  are  referring — and 
that  we  do  not  create  an  apparatus  that  is  addressing  the  wrong 
problem. 

My  last  observation  is  that  you  know  as  an  educator  that  during 
good  times  and  bad  times  and  for  most  of  our  post-Depression 
America,  we  have  never  been  very  good  at  matchmaking.  And  you 
know  in  the  higher  education  system  fi-equently  the  degrees  versus 
the  need  are  5  years  behind.  We  are  lucky  if  we  find  it  2  years  be- 
hind. You  understand  what  I  mean.  The  market  needs  a  whole 
bunch  of  professional  nurses,  £ind  we  are  still  over  here  producing 
something  else,  or  you  need  more  engineers  and  we  are  producing 
social  scientists. 
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Now,  we  kind  of  pride  ourselves  on  that,  Doctor,  and  I  think  you 
would  be  quick  to  say,  Domenici,  do  not  mess  that  up,  that  is  pret- 
ty good  that  kids  go  to  college  and  study  what  they  want,  univer- 
sities teach  what  they  want.  But  I  think  you  are  saying  essentially 
this  country  in  the  next  decade  or  so  needs  more  relevancy  between 
education  and  workplace.  In  fact,  I  think  you  have  used  those 
words  over  and  over. 

My  third  observation  is  that  I  am  firmly  convinced  that  any  pro- 
gram you  start  will  not  work  if  it  is  built  upon  a  new  Federal  bu- 
reaucracy and  a  new  set  of  Federal  standards  that  are  going  to  be 
implemented  out  there  or  a  Federally  run  program.  I  believe  the 
best  thing  you  can  do  is  go  out  in  the  country,  which  I  hope  you 
have  done,  and  find  out  how  close  to  what  you  want  already  exists 
that  is  only  a  few  million  dollars  away  because  they  cannot  put  this 
on  their  community  college  program.  And  I  would  hope  that  we 
would  have  a  broad  availability  of  flexible  money  to  be  applied  for 
the  same  goals  you  seek,  using  existing  educational  and  training 
institutions,  and  building  the  employer  into  it  as  much  as  possible. 

My  last  remark  has  to  do  with  long-term  unemployment  and  eco- 
nomic prosperity.  These  numbers  my  staff  dug  up.  If  they  are  off, 
you  might  discount  them,  but  I  think  they  are  right.  Between  1983, 
when  the  recovery  and  growth  of  the  1980's  really  started,  until 
1989,  the  number  of  workers  unemployed  more  than  26  weeks  de- 
clined from  2.6  million  to  646,000 — one-quarter  of  the  level  in  1983. 

Now,  I  am  sure  some  will  say  they  did  not  get  good  jobs,  this  was 
an  era  of  McDonalds,  which,  you  know,  if  you  study  it,  is  not  true. 
People  can  say  that,  but  it  just  is  not  true. 

So  what  happened  to  go  from  2.6  million  to  646,000?  I  think  the 
Job  Training  Partnership  Act  took  over  for  CETA,  which  CETA 
was  a  stipend  program,  as  you  know,  with  lots  of  other  things. 
What  I  think  made  that  work  was  a  very,  very  strong,  growing 
economy  with  a  lot  of  new  jobs. 

So  I  think  we  ought  to  be  very  careful  that  everything  we  do  is 
calculated  to  make  the  economy  continue  to  grow,  or  anj^hing  you 
try  to  do  with  this  kind  of  program  is  not  going  to  work. 

Enough  said,  except  one  last  comment:  I  hope  we  do  not  get  in- 
consistencies with  reference  to  the  private  sector  and  things  you 
want  in  one  part  of  reform  to  help  the  private  sector  and  in  another 
say  we  do  not  want  to  give  them  any  kind  of  relief.  I  understand 
the  welfare  reform  system  does  include  a  serious  proposal  to  give 
business  some  tax  benefits  for  hiring  welfare  trainees  who  are  try- 
ing to  get  off  the  system.  I  do  not  know  enough  about  that,  but  it 
does  seem  to  me  it  is  more  apt  to  work  than  almost  anything  we 
have  or  have  done  in  the  past,  along  with  some  real  training. 

If  you  care  to  comment  on  any  of  those,  I  would  appreciate  it,  but 
you  really  do  not  have  to. 

Secretary  Reich.  Senator,  I  will  keep  my  remarks  short,  but  I  do 
have  a  couple  of  comments.  One,  undoubtedly,  long-term  unemploy- 
ment decreases  during  times  of  economic  growth,  and  our  first  re- 
si>onsibility  in  this  Adbrninistration  with  regard  to  government  over- 
all, is  to  ensure  that  we  continue  economic  growth.  But  I  do  want 
to  point  out  that  since  the  1960's,  there  has  been  a  long-term  in- 
crease in  long-term  unemployment.  It  runs  in  steps.  Behind  the 
business  cycle,  you  see  people  having  a  harder  and  harder  time  get- 
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ting  reemployed.  Even  now  we  are  just  about  in  an  expansion,  and 
we  have  that  problem  with  us,  and  that  has  to  do  with  structural 
changes  in  the  economy  such  as  corporate  downsizing,  defense 
downsizing,  international  trade,  and  technological  changes.  So 
Americans  do  need  help  getting  the  next  job. 

With  regard  to  flexibility,  I  could  not  agree  with  you  more.  In  our 
legislation,  both  the  School-to-Work  Opportunities  Act,  and  also 
hopefully  with  the  Reemployment  Act,  we  will  have  waiver  provi- 
sions allowing  States  and  localities  to  put  together  different  fund- 
ing streams,  coming  up  with  a  better  and  more  tailored  approach. 

Finally,  Senator,  I  want  to  emphasize  the  importance  of  good  in- 
formation about  where  there  are  jobs,  what  jobs  are  out  there,  Eind 
what  training  is  needed.  The  example  you  gave  of  the  cosmetolo- 
gists in  your  town  unfortunately  continues  to  haunt  much  of  job 
training.  Many  Americans  are  spending  their  own  money  going  out 
and  becoming  cosmetologists.  The  Bureau  of  Labor  Statistics  does 
not  project  nearly  as  many  cosmetologists  needed  as  people  are 
now  training  to  be. 

They  need  good  information.  We  do  not  yet  in  this  country  have 
a  good  computerized  job  data  bank  in  terms  of  what  is  out  there, 
what  is  needed,  where  the  skills  growth  is,  and  also  what  kind  of 
training  works  best.  We  are  going  to  produce  that. 

Senator  Domenici.  Well,  I  do  not  mind  people  paying  their  own 
money  because  I  think  that  is  really  part  of  the  system.  If  they 
want  to  go  to  a  private  school  and  put  up  their  own  money,  they 
ought  to  at  least  have  job-related  information. 

Secretary  Reich.  Well,  that  is  the  point. 

Senator  Domenici.  But,  clearly,  it  seems  like  the  Federal  Grov- 
emment  in  doing  this,  trying  to  say  where  the  jobs  are  going,  is 
more  apt  to  be  wrong  than  right.  In  fact,  I  am  not  at  all  sure  your 
jobs  data  bank  that  you  just  described  is  something  we  ought  to 
have.  This  is  a  very,  very  strange  and  different  situation  when  you 
try  to  judge  a  capitalist  system  like  ours  in  terms  of  where  the  new 
jobs  are.  It  is  not  easy  to  do.  So  even  a  new  data  system  would 
have  to  be  accepted  in  a  guarded  manner,  and  I  think  you  would 
agree  with  that.  Nonetheless,  we  need  better  information  even  to 
our  colleges.  When  they  are  out  there  bringing  in  freshmen,  I  think 
they  ought  to  be  able  to  talk  a  little  bit  about — maybe  they  are  al- 
ready telling  lawyers  that  there  are  not  going  to  be  very  many  jobs 
for  lawyers  and  lads  want  to  do  it  anyway,  right? 

Secretary  Reich.  I  hope  they  are  telling  young  people  that. 

Senator  Domenici.  I  do  not  know.  I  already  have  three,  but  they 
do  have  jobs,  three  lawyers.  I  do  not  know.  Any  more,  maybe  the 
rest  of  the  five  I  have  that  are  not  lawyers,  if  they  become  lawyers, 
they  will  be  unemployed.  But  for  now  it  is  working. 

Thanks,  Mr.  Chairman. 

Chairman  Sasser.  Thank  you.  Senator  Domenici. 

Senator  Simon? 

Senator  Simon.  Yes,  I  apologize  for  getting  here  late  and  not 
hearing  the  Secretary.  I  assume  before  I  got  here  you  announced 
that  one  of  the  new  Job  Corps  centers  will  be  in  Chicago.  I  am 
sorry  I  missed  that.  [Laughter.] 

Senator  Simon.  Was  that  announced  here,  Mr.  Chairman? 
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Chairman  Sasser.  I  think  he  said  due  to  the  stresses  of  the  bal- 
anced budget  amendment  they  are  going  to  have  to  reduce  some  of 
the  Job  Corps  centers. 

Senator  Simon.  He  is  going  to  do  it  in  Memphis  rather  than  Chi- 
cago. 

Chairman  Sasser.  That  is  right.  [Laughter.] 

Senator  Simon.  I  just  wEint  to  thank  the  Secretary  for  the  leader- 
ship he  has  shown.  He  has  really  been  superb.  And  one  of  the 
things  I  have  also  greatly  appreciated  is  the  cooperation  between 
you  and  Secretary  Riley.  I  cannot  remember  when  a  Secretary  of 
Labor  and  a  Secretary  of  Education  have  worked  together  as  well 
as  the  two  of  you  have. 

Finally,  I  just  want  to  add  I  think  if  we  really  are  talking  about 
welfare  reform — no  one  knows  where  we  are  headed  on  that — we 
have  to  talk  about  a  jobs  program.  That  is  not  reflected  in  fiscal 
year  1995,  but  assuming  we  act  some  time  between  now  and  early 
next  year,  fiscal  year  1996,  we  are  going  to  have  to  be  moving  in 
that  direction.  And  it  is  going  to  take  money  and  it  is  going  to  take 
resources,  and  I  trust  that  the  Department  of  Labor  is  at  least  sen- 
sitive to  that  and  looking  long  term  where  we  are  headed  there. 

Secretary  Reich.  Yes,  Senator.  Not  only  are  we  working  very 
closely  with  the  Education  Department  on  many  of  these  initia- 
tives, but  we  have  been  working  very  closely  with  the  Department 
of  Health  and  Human  Services  on  the  welfare  initiative,  and  Sec- 
retary Shalala  and  I  are  in  very  close  contact  about  how  the  two 
Departments  will  be  working  together  in  the  future  on  that  initia- 
tive. 

Senator  SiMON.  Great.  I  have  no  further  questions.  I  thank  you, 
Mr.  Chairman.  I  apologize  for  getting  here  late. 

Chairman  SASSER.  Thank  you.  Senator  Simon. 

We  very  much  appreciate  your  appearance  here  this  morning, 
Mr.  Secretary,  and  your  testimony,  and  we  wish  you  good  luck  in 
your  many  endeavors. 

Secretary  Reich.  Thank  you.  Senator. 

Chairman  Sasser.  The  committee  will  stand  in  adjournment. 

[Whereupon,  at  1:48  p.m.,  the  committee  was  adjourned.] 
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AMERICA'S  SCHOOLS:  MEETING  THE 
CHALLENGE  OF  THE  21ST  CENTURY 


FRIDAY,  MARCH  4,  1994 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:03  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Christopher  J.  Dodd 
presiding. 

Present:  Senators  Dodd  and  Simon. 

Staff  present:  Larry  Stein,  staff  director;  and  Amy  Abraham,  sen- 
ior analyst  for  education. 

For  the  minority:  G.  WilUam  Hoagland,  staff  director;  and  Lisa 
Cieplak,  senior  analyst  for  education  and  justice. 

OPENING  STATEMENT  OF  SENATOR  DODD 

Senator  Dodd.  The  committee  will  come  to  order. 

Let  me  welcome  everyone  here  this  morning  for  the  committee  on 
the  Budget's  consideration  of  America's  Schools:  Meeting  the  Chal- 
lenges of  the  21st  Century.  I  am  pleased  to  be  able  to  chair  this 
committee  hearing  this  morning. 

Senator  Sasser,  the  chairman  of  the  Budget  Committee,  is  in 
Tennessee  this  morning,  speaking  at  a  couple  of  high  schools, 
which  is  highly  appropriate.  I  know  he  wanted  to  be  here  to  partici- 
pate in  these  hearings,  and  he  may  have  some  statements  for  the 
record,  in  which  case  we  will  include  them,  as  we  will  the  state- 
ments of  any  and  all  members  who  would  like  to  leave  a  record  for 
this  hearing. 

Let  me  just  open  up  with  some  general  comments,  and  then  I 
will  be  turning  to  my  colleague  from  Illinois.  We  are  very  pleased, 
Dr.  Smith,  that  you  are  with  us.  My  colleague  from  Vermont  who 
has  played  such  an  important  and  pivotal  role  on  this  Senator  Jef- 
fords, will  be  testifying  then  hopefully  joining  us  here  on  the  panel. 

On  behalf  of  Senator  Sasser  and  other  members  of  the  Budget 
Committee,  I  would  like  to  welcome  all  of  you  to  this  hearing  on 
America's  Schools:  Meeting  the  Challenges  of  the  21st  Century. 

We  all  know  who  typically  attends  congressional  hearings.  Mem- 
bers of  the  press,  interest  groups  and  associations,  concerned  mem- 
bers of  the  public,  members  of  the  Administration — they  all  turn 
out  for  hearings,  and  many  of  the  individuals  in  those  various 
groups  are  here  with  us  today.  We  often  conduct  our  proceedings 
with  these  audiences  in  mind. 

I  hope  today,  however,  we  might  think  about  another  audience 
as  well,  members  of  this  audience  who  are  not  physically  here. 
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They  are  not  very  powerful  or  very  well  organized.  Many  of  them 
have  not  even  been  bom  yet. 

I  am  talking,  of  course,  about  the  future  generations  of  this  coun- 
try. They  are  the  ones  that  we  will  be  talking  about.  They  are  the 
ones  who  will  be  profoundly  affected  by  the  decisions  that  we  make 
over  the  next  several  years  in  this,  the  United  States  Congress. 

Our  topic  today  is  education,  which  more  than  anything  else  will 
determine  what  kind  of  a  world  and  what  kind  of  a  nation  we  leave 
to  that  generation  of  children.  Will  it  be  a  world  where  the  vistas 
are  wide  and  the  choices  are  varied,  or  where  the  choices  are  nar- 
row and  the  way  is  rather  limited? 

I  would  hope  that  we  would  all  pledge,  regardless  of  party  or  po- 
litical persuasion,  to  build  a  better  world  for  our  children,  and  just 
as  important,  I  hope  we  will  all  pledge  to  spend  the  necessary  re- 
sources to  make  that  happen. 

It  is  time,  in  my  view,  for  us  to  stop  simply  talking  about  edu- 
cation in  America  and  start  doing  something  about  it.  Groals  2000 
is  a  very  important  first  step,  and  I  commend  the  Administration 
and  Secretary  Riley  and  others  for  working  as  diligently  as  they 
did  to  see  that  Goals  2000  was  adopted  by  the  United  States  Sen- 
ate. My  colleague  from  Vermont,  my  colleague  from  Illinois,  myself 
and  many  others  worked  very  diUgently  to  see  that  this  important 
legislation  was  adopted  by  the  Senate.  It  is  a  good  road  map,  in  my 
view,  that  plots  out  our  course  to  better  schools  for  the  next  cen- 
tury. 

We  are  also  going  to  need  fuel  for  that  journey.  It  is  not  enough 
just  to  lay  out  the  goals  and  the  ideals.  We  are  going  to  have  to 
put  the  resources  behind  those  goals  if  Gtoals  2000  and  similar 
pieces  of  legislation  are  going  to  even  come  close  to  achieving  the 
desired  results. 

The  fuel  which  I  refer  to,  of  course,  is  money,  and  I  firmly  believe 
that  more  of  it  needs  to  come  from  this  Government,  the  Federal 
Government,  even  if  that  means  raising  some  taxes  or  making 
some  tough  budget  choices  in  the  years  ahead. 

While  the  American  people  obviously  do  not  want  their  tax  dol- 
lars wasted,  they  know  that  some  things  are  worth  investing  in. 
And  at  or  near  the  top  of  almost  everyone's  Ust,  certainly  in  my 
home  State  of  Connecticut,  is  the  education  of  our  children  and  our 
children's  children. 

This  is  especigdly  true  now  that  the  economic  well-being  of  our 
country  hinges  almost  entirely  on  the  skills  and  education  of  our 
workforce.  This  is  a  super-competitive  world  that  we  are  living  in, 
and  the  dollar  that  we  may  skimp  on  education  today  will  very 
likely  cost  us  $5  or  $10  in  lost  economic  growth  and  income. 

But  precisely  at  the  time  in  our  Nation's  history  when  the  chal- 
lenges to  our  schools  are  at  their  greatest,  the  Federal  commitment 
to  education  has  failed  to  keep  pace.  Over  the  last  decade,  the  Fed- 
eral share  of  the  total  spending  for  public  elementary  and  second- 
ary schools  in  our  country  has  gone  from  nearly  10  percent  to  a 
mere  6  percent. 

That  is  why  Senator  Jeffords  and  I  have  called  for  education 
spending  as  a  share  of  the  Federal  budget  to  increase  by  1  percent 
per  year  until  it  accounts  for  10  percent  of  all  Federal  expendi- 
tures. 
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To  get  to  that  figure,  I  believe  that  we  are  going  to  need  to 
change  radically  the  way  we  pay  for  schools  in  this  country.  The 
current  system  is  self-defeating,  in  my  view.  The  largest  share  of 
the  costs  are  covered  locally.  Rich  towns  spend  a  great  deal;  |>oor 
towns  cannot  spend  anywhere  near  those  resources. 

And  yet  these  communities  raise  their  money  through  property 
taxes,  a  tax  on  an  asset  that  for  most  Americans  produces  no  in- 
come. For  Americans  all  across  the  Nation,  property  taxes  have  be- 
come a  crushing  burden,  and  they  need  relief,  in  my  view. 

Until  we  move  away  from  our  over-rehance  on  local  property 
taxes  to  educate  our  children,  we  are  not  going  to  be  able  to  im- 
prove the  schools  that  are  falling  further  and  further  behind. 

That  is  why  I  am  intrigued  by  the  idea  of  encouraging  local  prop- 
erty tax  rehef  nationwide  and  replacing  the  lost  school  revenues 
with  Federal  support — possibly  generated  by  a  value-added  tax.  I 
think  we  need  to  get  serious  about  those  proposals,  and  we  need 
to  do  so  immediately. 

It  is,  of  course,  critical  that  we  demonstrate  that  new  dollars 
spent  on  education  is  money  well  spent.  It  is  not  just  a  question 
of  more  money.  It  is  how  we  spend  those  dollars.  That  is  why  in- 
creased spending  must  go  hand  in  hand  with  the  kind  of  school  re- 
form envisioned  in  Goals  2000. 

I  look  forward  this  morning  to  hearing  fi*om  all  of  our  witnesses 
about  school  reform  and  how  we  might  pay  for  it.  And  I  hope  we 
will  leave  the  room  today  with  a  better  understanding  of  what  we 
need  to  do  to  meet  the  challenges  of  the  21st  Century.  I  know  of 
no  other  discussion  and  no  other  debate  that  is  as  important  as 
this  one.  Every  other  issue  that  we  talk  about  hinges  on  our  ability 
to  provide  an  educated  constituency,  and  so  this  discussion  is  one 
well  worth  focusing  on. 

Let  me  turn  to  my  colleague  from  Illinois  for  any  opening  com- 
ments he  may  have,  and  then,  Dr.  Smith,  we  will  be  pleased  to 
hear  from  you. 

OPENING  STATEMENT  OF  SENATOR  SIMON 

Senator  Simon.  Yes,  very  briefly,  Mr.  Chairman.  First,  I  thank 
you  for  holding  this  hearing. 

When  you  say  more  than  anything  else  what  we  do  in  the  field 
of  education  is  going  to  determine  our  future,  if  you  accept  that 
premise — and  I  certainly  do — then  clearly  we  ought  to  be  modifying 
our  budget.  And  the  Jeffords  resolution  which  you  and  I  were 
pleased  to — in  fact,  three  of  the  four  cosponsors  of  that  resolution 
are  here  this  morning.  If  that  is  correct,  then  we  ought  to  reaUy 
do  something. 

There  is  a  tendency  on  this  committee — and  I  do  not  want  to 
hold  myself  blameless  in  this.  There  is  a  tendency  on  this  commit- 
tee just  to  tinker  at  the  edges  and  shift  a  httle  bit  here  and  a  Uttle 
bit  there,  rather  than  really  asking  what  should  the  National  prior- 
ities be. 

I  think  the  field  of  education  clearly  is  an  area  where  we  should 
have  national  priorities.  I  have  asked  my  staff  to  come  up  with  pos- 
sible savings,  and  I  am  not  going  to  outUne  them  here.  And  I  tin- 
kered with  them  a  little  after  they  gave  them  to  me.  But  you  come 
up  with  $12.4  billion  in  savings  that  I  think  we  could  legitimately 


386 

make.  Add  the  $1.7  billion  increase  the  President  has  suggested, 
that  gets  us  up  to  $14.1  billion.  That  is  not  quite  the  $15  billion, 
but  very,  very  close  to  it. 

I  eQso  think  we  have  to  be  looking  at — you  mentioned  the  value- 
added  tax — other  alternatives,  too.  I  am  not  saying  this  is  precisely 
the  way  we  ought  to  go,  but  that  we  as  a  Nation  have  to  do  better 
in  the  field  of  education  is  very,  very  clear. 

I  look  forward  to  the  testimony.  I  am  not  going  to  be  able  to  stay 
for  the  whole  hearing,  but  I  do  intend  to  stay  for  as  long  as  I  can 
here. 

Thank  you,  Mr.  Chairman. 

Senator  DODD.  Thank  you  very  much.  Senator  Simon. 

Dr.  Smith,  we  are  pleased  to  have  you  with  us  here  this  morning. 

For  purposes  of  introduction  to  the  audience.  Dr.  Smith  is  gra- 
ciously filling  in  for  Madeleine  Kunin,  who  had  planned  to  be  with 
us  but  is  ill.  We  are  just  as  pleased  to  have  Dr.  Smith,  with  us. 
He  has  had  a  distinguished  career  in  education,  serving  on  the  fac- 
ulties of  Stanford  and  Harvard  and  the  University  of  Wisconsin. 
Currently,  he  is  focusing  his  efforts  on  the  education  of  children  at 
risk  of  school  failure.  State  school  reform  and  national  trends  in 
curriculum.  Dr.  Smith,  we  are  pleased  to  hear  your  testimony  this 
morning.  We  know  you  are  not  going  to  be  able  to  stay  for  very 
long,  but  we  appreciate  very  much  your  thoughts  and  comments  on 
the  subject  before  us. 

STATEMENT  OF  MARSHALL  S.  SMITH,  UNITED  STATES  UNDER 

SECRETARY  OF  EDUCATION 

Dr.  Smith.  Thank  you,  Mr.  Chairman,  Senator  Simon.  I  am  de- 
lighted to  be  here  with  you  and  Senator  Jeffords,  and  I  look  for- 
ward to  hearing  his  testimony  as  well. 

Deputy  Secretary  Madeleine  Kunin  had  very  much  looked  for- 
ward to  appearing  before  you,  but  unfortunately  she  is  ill  and  has 
asked  that  I  fill  in  for  her.  She  prepared  a  statement  for  you,  so 
I  would  like  to  read  some  of  that  for  her  and  ask  that  you  have 
her  entire  statement  included  in  the  record. 

Senator  DODD.  Without  objection,  that  will  be  done,  and  any  sup- 
porting data  and  information  also  will  be  made  part  of  the  record. 

Dr.  Smith.  That  is  fine.  After  that  I  would  be  happy  to  respond 
to  questions. 

Senator  Dodd.  Thank  you. 

Dr.  Smith.  The  theme  of  your  hearing,  America's  Schools:  Meet- 
ing the  Challenge  of  the  21st  Century,  is  one  that  has  pervaded  our 
planning  and  day-to-day  activities  within  the  Department  of  Edu- 
cation for  the  past  year.  We  are  committed  to  beginning  a  new  era 
of  excellence  in  American  education,  and  this  commitment  is  evi- 
dent in  our  legislative  agenda — for  example,  our  Goals  2000:  Edu- 
cate America  Act,  and  our  proposed  reauthorization  of  the  Elemen- 
tary and  Secondary  Education  Act — and  it  is  evident  in  the  Presi- 
dent's 1995  budget  for  education. 

We  are  all  agreed  that  the  challenges  ahead  are  many:  how  to 
provide  access  to  an  excellent  education  for  all  of  America's  chil- 
dren, regardless  of  their  income,  neighborhood,  or  background;  how 
to  prepare  the  next  generation  for  citizenship,  work,  and  respon- 
sibility. 
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And  we  believe  that  we  are  on  the  threshold  of  an  exciting  time 
for  pubUc  education  because,  for  the  first  time,  we  have  the  tools 
to  implement  education  reform  on  a  large  scale.  A  number  of  forces 
are  converging:  public  concern,  national  consensus,  and  local  initia- 
tives. We  are  witnessing  the  emergence  of  a  number  of  new  part- 
nerships between  employers  and  educators,  between  Federal  and 
local  officials,  between  parents  and  teachers,  and  between,  of 
course,  K-12  schools  and  community  colleges  and  technical  schools. 

Of  course,  we  see  a  refreshing  coUegiality  within  the  Federal 
Grovemment  itself,  with  Labor,  Education,  and  Health  and  Human 
Services  constructing  a  shared  education  agenda. 

Yes,  the  problems  are  severe,  and  we  at  the  U.S.  Department  of 
Education  nave  helped  document  them  time  and  again.  Economic 
and  racial  gaps  in  educational  opportunities  and  achievements  are 
far  too  wide  for  a  democratic  society,  and  the  level  of  literacy  that 
all  Americans  must  have  in  order  to  function  in  todajr's  information 
age  has  not  been  achieved,  to  name  but  two  important  areas. 

But  we  believe  the  time  has  come  to  move  forward  beyond  blame 
and  criticism  and  concentrate  on  what  works  in  order  to  make  it 
no  longer  the  exception  but  the  rule. 

Our  first  and  most  important  tool  to  improve  public  education  is 
national  leadership,  provided  both  by  the  President  and  by  the 
Congress.  The  strong  Senate  bipartisan  vote  for  the  Goals  2000  leg- 
islation cast  February  8,  1994,  is  one  indicator  that  educational  ex- 
cellence is  on  everyone's  radar  screen,  and  party  labels  cause  no  in- 
terference. 

The  President's  engagement  in  this  issue — Goals  2000,  school-to- 
work,  the  reauthorization  of  ESEA,  his  personal  school  visits,  and 
the  high  priority  given  to  Education  in  the  budget,  one  of  the  few 
agencies  to  receive  an  increase — provides  strong  evidence  of  how 
high  education  is  on  the  President's  agenda. 

I  would  mention  here,  Mr.  Chairman,  that  our  1995  discretionary 
budget  request  for  the  Department  of  Education  would  increase 
$1.7  billion,  or  7  percent,  to  $26.1  billion.  Even  more  important, 
our  budget  reflects  an  emergence  of  the  Federal  Government  as  a 
partner  with  communities  and  States  as  they  seek  to  reform  edu- 
cation and  achieve  the  National  education  goals. 

Three  themes  run  through  our  budget:  One,  providing  a  world- 
class  education  for  all  of  America's  children;  two,  preparing  stu- 
dents for  work — ^that  is,  providing  opportunities  for  high  school 
youth  who  will  go  directly  into  the  labor  market  to  obtain  challeng- 
ing, high- wage  jobs;  and,  three,  continuing  our  commitment  to  en- 
sure access  to  a  post-secondary  education  for  all  students. 

I  urge  your  committee  to  support  these  investments  and  all  the 
priorities  that  are  reflected  in  the  President's  1995  budget. 

Not  all  of  the  Administration's  support  for  human  capital  devel- 
opment is  found  under  the  heading  of  Education.  It  is  also  under 
Labor  and  under  Health  and  Human  Services  where  there  are 
large  investments  in  Head  Start,  as  well  as  precedent-setting  pro- 
posals for  health  care  and  welfare  reform.  All  of  this  will  have  a 
profound  effect  on  the  Nation's  children. 

Not  in  30  years  has  an  administration  set  forth  such  a  far-reach- 
ing education  agenda.  If  there  is  a  central  theme  which  unites 
Goals  2000,  school-to-work,  and  the  reauthorization  of  the  Elemen- 
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tary  and  Secondary  Education  Act,  it  is  that  every  child  can 
achieve  high  standards. 

Your  commitment  and  the  President's  commitment  to  the  pas- 
sage and  implementation  of  this  agenda  is  critical  to  our  ability  to 
meet  the  education  challenge  of  the  21st  Ccentury. 

And  we  have  other  tools  at  hand,  not  stored  in  any  of  the  cabi- 
nets located  in  Washington,  DC.  They  are  found  in  our  State  cap- 
itals and  in  our  communities,  where  Governors,  State  legislators, 
and  local  school  board  members  have  become  our  vital  partners, 
sharing  a  strong  determination  to  improve  their  State's  schools. 
Many  are  far  along  the  road  to  reform  and  outdistance  our  present 
legislation.  Others  are  behind.  Goals  2000  provides  a  vehicle  for  all 
communities  to  get  on  the  same  track,  mutually  reinforcing  our 
common  national  purpose:  to  enable  all  of  America's  children  to  ob- 
tain a  world-class  education,  so  essential  for  economic  £uid  social 
well-being. 

We  also  have  tools  that  are  located  in  the  schools  and  commu- 
nities themselves:  principals,  teachers,  parents,  business  people — 
all  partners  in  this  large  undertaking.  Without  their  full  participa- 
tion, we  cannot  succeed.  And  we  will  continue  to  call  upon  them 
to  engage  them  in  this  ongoing  process  of  education  reform. 

It  is  they,  after  all,  who  have  given  us  the  models  of  success 
which  we  can  now  build  upon  and  bring  to  scale. 

We  do  know  what  good  schools  look  like.  A  good  school  is  attrac- 
tive, well  maintained,  has  lots  of  materials  on  the  walls,  and  re- 
flects a  sense  of  pride  expressed  by  the  principal,  the  teachers,  and 
the  students. 

Groals  and  expectations  are  made  clear,  both  of  high  academic 
achievement  and  for  discipline. 

A  heavy  investment  is  made  in  teacher  development  and  paren- 
tal involvement. 

Often,  good  schools  are  small,  and  if  not,  they  take  care  to  know 
every  student  and  let  no  one  fall  through  the  cracks. 

Attention  is  p£dd  to  students'  non-academic  needs  that  are  essen- 
tial to  learning,  such  as  health  care,  safety,  and  counseling. 

The  list  could  go  on,  but  we  have  several  thousand  schools  which 
produce  outstanding  results  in  this  country.  Now  we  must  create 
tens  of  thousands.  Going  to  scale  is  our  challenge. 

Secretary  Riley  in  his  recent  State  of  Education  speech  said, 

If  I  am  troubled  by  anything,  it  is  this:  We  seem,  as  a  Nation,  to  be  drifting  toward 
a  new  concept  of  childhood  which  says  that  a  child  can  be  brought  into  this  world 
and  allowed  to  fend  for  himself  or  herself.  There  is  a  disconnection  here  that  de- 
mands our  attention  ...  a  disconnection  so  pervasive  between  adult  America  and 
child  America  that  we  are  all  losing  touch  with  one  another. 

There  is,  he  added, 

a  moral  urgency  to  our  coming  together  ...  a  need  to  act ...  to  reconnect. 

In  conclusion,  we  have  the  tools  to  do  the  reconnection,  to  meet 
the  challenges  facing  America's  schools  in  the  21st  Century.  They 
are  found  in  the  President's  agenda  and  your  agenda.  They  are 
found  in  the  1995  budget.  They  are  found  in  our  States  and  com- 
munities where  we  have  many  models  of  success  which  can  be 
translated  and  grown  elsewhere. 
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There  is  a  sense  of  urgency  propelling  us  forward.  We  know 
there  is  much  at  stake,  that  education  remains  the  primary  means 
by  which  the  dreams  of  parents  are  fulfilled  for  their  children. 

We  believe  in  the  Department  of  Education  that  we  are  poised 
to  meet  this  challenge,  that,  in  fact,  we  have  no  choice  but  to  do 
so. 

Thank  you.  I  would  be  pleased  to  answer  any  questions. 

Senator  Dodd.  Thank  you  very  much.  Dr.  Smith. 

[The  prepared  statement  submitted  by  Deputy  Secretary  Kunin 
follows:] 
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STATEMENT  PREPARED  FOR 

MADELEINE  M.  KUNIN 

U.S.  DEPUTY  SECRETARY  OF  EDUCATION 

BEFORE  THE 

SENATE  COMMITTEE  ON  THE  BUDGET 


FRIDAY,  MARCH  4,  1994 
"America's  Schools:  Meeting  the  Challenges  of  the  21st  Century" 

I  AM  VERY  PLEASED  TO  HAVE  THIS  OPPORTUNITY  TO  TiSSTIFY  BEFORE 
THE  SENATE  COMMITTEE  ON  THE  BUDGET  ON  "AMERICA'S  SCHOOLS:  MEETING 
THE  CHALLENGES  OF  THE  2 1ST  CENTURY." 

WE  ARE  ALL  AGREED  THAT  THE  CHALLENGES  AHEAD  ARE  MANY:  HOW  TO 
PROVIDE  ACCESS  TO  AN  EXCELLENT  EDUCATION  FOR  ALL  OF  AMERICA'S 
CHILDREN,  REGARDLESS  OF  THEIR  INCOME,  NEIGHBORHOOD,  OR 
BACKGROUND;  HOW  TO  PREPARE  THE  NEXT  GENERATION  FOR  CITIZENSHIP, 
WORK,  AND  RESPONSIBILITY. 

A  COMMON  THREAD  OF  KNOWLEDGE  IS  WHAT  HAS  TIED  THE  DIFFERENT 
PATCHES  OF  THIS  NATIONAL  QUILT  TOGETHER  THROUGHOUT  HISTORY,  AND 
WE  RELY  ON  IT  STILL  FOR  A  COHESIVE  SOCIAL  FABRIC. 

MUCH  OF  THAT  CHALLENGE  IS  SPELLED  OUT  SPECIFICALLY  IN  THE 
NATIONAL  EDUCATION  GOALS,  WHICH  WE  ANTICIPATE- -WITH  YOUR 
CONSENT- -WILL  SOON  BECOME  EMBODIED  IN  LAW. 

OUR  MOST  DAUNTING  CHALLENGE,  HOWEVER,  IS  TO  MEET  THOSE 
GOALS,  AND  THAT  IS  THE  FOREMOST  MISSION  OF  THE  PRESIDENT, 
SECRETARY  RILEY,  AND  THE  FIVE  THOUSAND  MEN  AND  WOMEN  WHO  WORK  AT 
THE  DEPARTMENT  OF  EDUCATION. 

WE  BELIEVE  WE  ARE  POISED  ON  THE  THRESHOLD  OF  A  PROPITIOUS 
TIME  FOR  PUBLIC  EDUCATION  BECAUSE  FOR  THE  FIRST  TIME,  WE  HAVE  THE 
TOOLS  TO  IMPLEMENT  EDUCATION  REFORM  ON  A  WIDE  SCALE. 
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A  NUMBER  OF  FORCES  ARE  CONVERGING:  PUBLIC  CONCERN,  NATIONAL 
CONSENSUS,  AND  LOCAL  INITIATIVES.   AND  WE  ARE  WITNESSING  THE 
EMERGENCE  OF  A  NUMBER  OF  NEW  PARTNERSHIPS:  BETWEEN  EMPLOYERS  AND 
EDUCATORS,  BETWEEN  FEDERAL  AND  LOCAL  OFFICIALS,  BETWEEN  PARENTS 
AND  TEACHERS,  AND  BETWEEN  K-12  SCHOOLS  AND  COMMUNITY  COLLEGES  AND 
TECHNICAL  SCHOOLS.   AND  OF  COURSE,  WE  SEE  A  REFRESHING 
COLLEGIALITY  WITHIN  THE  FEDERAL  GOVERNMENT  ITSELF,  WITH  LABOR, 
EDUCATION,  AND  HEALTH  AITO  HUMAN  SERVICES  CONSTRUCTING  A  SHARED 
EDUCATION  AGENDA. 

YES,  THE  PROBLEMS  ARE  SEVERE,  AND  WE  AT  THE  U.S.  DEPAR^T^fil^T 
OF  EDUCATION  HAVE  HELPED  DOCUMENT  THEM,  TIME  AND  AGAIN.   ECONOMIC 
AND  RACIAL  GAPS  IN  EDUCATIONAL  OPPORTUNITIES  AND  ACHIEVEMENTS  ARE 
FAR  TOO  WIDE  FOR  A  DEMOCRATIC  SOCIETY  AND  THE  LEVEL  OF  LITERACY 
THAT  ALL  AMERICANS  MUST  HAVE  IN  ORDER  TO  FUNCTION  IN  TODAY'S 
INFORMATION  AGE  HAS  NOT  BEEN  ACHIEVED,  TO  NAME  BUT  TWO  AREAS  OF 
CONCERN . 

BUT  WE  BELIEVE  THAT  THE  TIME  HAS  COME  TO  MOVE  BEYOND 
CRITICISM  AND  BLAME,  AND  CONCENTRATE  ON  WHAT  WORKS  IN  ORDER  TO 
MAKE  IT  NO  LONGER  THE  EXCEPTION,  BUT  THE  RULE. 

OUR  FIRST  AND  MOST  IMPORTANT  TOOL  TO  IMPROVE  PUBLIC 
EDUCATION  IS  NATIONAL  LEADERSHIP,  PROVIDED  BOTH  BY  THE  PRESIDENT 
AND  BY  THE  CONGRESS.   THE  STRONG  BI-PARTISAN  VOTE  (71-25)  CAST 
FEBRUARY  8,  1994,  IS  ONE  INDICATOR  THAT  EDUCATIONAL  EXCELLENCE  IS 
ON  EVERYONE'S  RADAR  SCREEN  AND  PARTY  LABELS  CAUSE  NO 
INTERFERENCE. 

THE  PRESIDENT'S  ENGAGEMENT  IN  THIS  ISSUE- -GOALS  2000,  SCHOOL 
TO  WORK,  THE  REAUTHORIZATION  OF  ESEA,  HIS  PERSONAL  SCHOOL  VISITS, 
AND  THE  HIGH  PRIORITY  GIVEN  TO  EDUCATION  IN  THE  BUDGET- -ONE  OF 
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THE  FEW  AGENCIES  TO  RECEIVE  AN  INCREASE- -PROVIDE  STRONG  EVIDENCE 
OF  HOW  HIGH  EDUCATION  IS  ON  THE  PRESIDENT'S  AGENDA. 

AND  NOT  ALL  OF  THE  ADMINISTRATION'S  SUPPORT  IS  FOUND  UNDER 
THE  HEADING  OF  EDUCATION.   IT  IS  ALSO  UNDER  HEALTH  AND  HUMAN 
SERVICES,  WHERE  THERE  ARE  MAJOR  INVESTMENTS  IN  HEAD  START,  AS 
WELL  AS  PRECEDENT  SETTING  PROPOSALS  FOR  HEALTH  CARE  AND  WELFARE 
REFORM.  ALL  OF  THIS  WILL  HAVE  A  PROFOUND  IMPACT  ON  THE  NATION'S 
CHILDREN,  ENABLING  US  TO  BETTER  MEET  OUR  FIRST  NATIONAL  EDUCATION 
GOAL- -MAKING  SURE  THAT  ALL  CHILDREN  START  SCHOOL  READY  TO  LEARN. 

NOT  IN  3  0  YEARS  HAS  AN  ADMINISTRATION  SET  FORTH  SUCH  A^^fSR- 
REACHING  EDUCATION  AGENDA.   IF  THERE  IS  A  CENTRAL  THEME  WHICH 
UNITES  GOALS  2000,  SCHOOL  TO  WORK,  AND  THE  REAUTHORIZATION  OF  THE 
ELEMENTARY  AND  SECONDARY  EDUCATION  ACT,  IT  IS  THAT  EVERY  CHILD 
CAN  ACHIEVE  HIGH  STANDARDS. 

YOUR  COMMITMENT,  AND  THE  PRESIDENT'S  COMMITMENT  TO  THE 
PASSAGE  AND  IMPLEMENTATION  OF  THIS  AGENDA,  IS  CRITICAL  TO  OUR 
ABILITY  TO  MEET  THE  EDUCATION  CHALLENGE  OF  THE  2 1ST  CENTURY. 

BUT  WE  HAVE  OTHER  TOOLS  AT  HAND,  AND  THEY  ARE  NOT  STORED  IN 
ANY  OF  THE  CABINETS  LOCATED  IN  WASHINGTON  D.C.   THEY  ARE  FOUND  IN 
OUR  STATE  CAPITOLS  AND  IN  OUR  COMMUNITIES,  WHERE  GOVERNORS,  STATE 
LEGISLATORS,  AND  LOCAL  SCHOOL  BOARD  MEMBERS  HAVE  BECOME  OUR  VITAL 
PARTNERS- -SHARING  A  STRONG  DETERMINATION  TO  IMPROVE  THEIR  STATE'S 
SCHOOLS.   MANY  ARE  FAR  ALONG  THE  ROAD  TO  REFORM  AND  OUTDISTANCE 
OUR  LEGISLATION;  OTHERS  ARE  BEHIND.   GOALS  2000  PROVIDES  A 
VEHICLE  FOR  ALL  COMMUNITIES  TO  GET  ON  THE  SAME  TRACK,  MUTUALLY 
ENFORCING  OUR  COMMON  NATIONAL  PURPOSE:  TO  ENABLE  ALL  OF  AMERICA'S 
CHILDREN  TO  OBTAIN  A  WORLD  CLASS  EDUCATION,  SO  ESSENTIAL  FOR 
ECONOMIC  AND  SOCIAL  WELL  BEING. 
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AND  WE  HAVE  THE  TOOLS  THAT  ARE  LOCATED  IN  THE  SCHOOLS  AND 

COMMUNITIES  THEMSELVES PRINCIPALS,  TEACHERS,  PARENTS,  BUSINESS 

PEOPLE- -ALL  PARTNERS  IN  THIS  LARGE  UNDERTAKING.   WITHOUT  THEIR 
FULL  PARTICIPATION,  WE  CANNOT  SUCCEED.   AND  WE  WILL  CONTINUE  TO 
CALL  UPON  THEM,  TO  ENGAGE  THEM  IN  THIS  ONGOING  PROCESS  OF 
EDUCATION  REFORM. 

IT  IS  THEY,  AFTER  ALL,  WHO  HAVE  GIVEN  US  THE  MODELS  OF 
SUCCESS  WHICH  WE  CAN  NOW  BUILD  UPON  AND  BRING  TO  SCALE.   WE  KNOW 
WHAT  GOOD  SCHOOLS  LOOK  LIKE. 

IN  THIS  LAST  YEAR  SECRETARY  RILEY  AND  I  HAVE  VISITED  M^9". 
COMMUNITIES  THROUGHOUT  THE  COUNTRY- -LOS  ANGELES,  CALIFORNIA;  NEW 
YORK,  NEW  YORK;  PROVIDENCE,  RHODE  ISLAND;  BOSTON,  MASSACHUSETTS; 
SAN  ANTONIO,  TEXAS;  LOUISVILLE,  KENTUCKY;  KANSAS  CITY,  MISSOURI; 
AND  OF  COURSE,  WASHINGTON,  D.C.--AND  IN  EACH  CITY,  I  SAW  SCHOOLS 
THAT  SUCCEED,  THAT  BEAT  THE  ODDS  AGAINST  EXPECTATIONS.   CHILDREN 
FROM  POOR  AND  EVEN  DANGEROUS  NEIGHBORHOODS  CAN  ACHIEVE  HIGH 
STANDARDS,  AS  THE  YOUNG  PEOPLE  AT  CENTRAL  PARK  EAST  IN  HARLEM 
WILL  TELL  YOU,  BECAUSE  95  PERCENT  OF  THEM  GO  ON  TO  COLLEGE. 

COMMON  SENSE  AND  EXPERIENCE  WILL  TELL  YOU  WHAT  A  GOOD  SCHOOL 
LOOKS  LIKE: 

IT  IS  ATTRACTIVE,  WELL  MAINTAINED,  HAS  LOTS  OF  MATERIAL  ON 
THE  WT^LS,  AND  REFLECTS  A  SENSE  OF  PRIDE  EXPRESSED  BY  THE 
PRINCIPAL,  THE  TEACHERS,  AND  THE  STUDENTS. 

EXPECTATIONS  ARE  MADE  CLEAR,  BOTH  OF  HIGH  ACADEMIC 
ACHIEVEMENT  AND  FOR  DISCIPLINE. 

A  HEAVY  INVESTMENT  IS  MADE  IN  TEACHER  DEVELOPMENT  AND 
PARENTAL  INVOLVEMENT. 
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OFTEN  GOOD  SCHOOLS  ARE  SMALL,  AND  IF  NOT,  THEY  TAKE  CARE  TO 
KNOW  EVERY  STUDENT  AND  LET  NO  ONE  FALL  THROUGH  THE  CRACKS. 

ATTENTION  IS  PAID  TO  STUDENTS'  NONACADEMIC  NEEDS  THAT  ARE 
ESSENTIAL  TO  LEARNING,  SUCH  AS  HEALTH  CARE,  SAFETY,  AND 
COUNSELING. 

THERE  IS  SITE-BASED  MANAGEMENT,  OR  A  MINIMUM  OF  BUREAUCRACY. 

INCREASINGLY,  STUDENTS  ARE  TAUGHT  CONFLICT  RESOLUTION  AND 
MEDIATION  IN  ALL  GRADES. 

THE  LIST  COULD  GO  ON,  BUT  WE  HAVE  SEVERAL  THOUSAND  SCHOOLS 
WHICH  PRODUCE  OUTSTANDING  RESULTS  IN  THIS  COUNTRY.  NOW  WE  U^UgT 
CREATE  MILLIONS,  AND  THAT  IS  OUR  CHALLENGE. 

A  FURTHER  TOOL  AT  OUR  DISPOSAL  IS  THE  DEPARTMENT  OF 
EDUCATION  ITSELF,  WHICH  IS  GOING  THROUGH  A  MAJOR  REINVENTION 
PROCESS.   OUR  CHALLENGE  WILL  BE  TO  HELP  COMMUNITIES  SEIZE  THE 
OPPORTUNITY  CREATED  LY  THE  EDUCATION  REFORM  PACKAGE.   WE  INTEND 
TO  BECOME  THE  BEST-MANAGED  DEPARTMENT  WITHIN  THE  FEDERAL 
GOVERNMENT.   EVERY  DAY  WE  ARE  MAKING  CHANGES,  LISTENING  TO  OUR 
EMPLOYEES,  IMPROVING  MORALE,  CUTTING  THROUGH  LAYERS  OF 
BUREAUCRACY,  AND  DEVISING  NEW  METHODS  OF  ACCOUNTABILITY.   OUR 
BIGGEST  CHALLENGE  IS  TO  IMPROVE  THE  STUDENT  FINANCIAL  AID  SYSTEM, 
AND  WE  ARE  OFF  TO  A  PROMISING  START  WITH  THE  FIRST  PHASE  OF 
DIRECT  LENDING  AS  WELL  AS  SIGNIFICANT  CHANGES  IN  THE 
ADMINISTRATION  OF  PELL  GRANTS  AND  GUARANTEED  STUDENT  LOANS.   OUR 
POSTSECONDARY  EDUCATION  STUDENTS  NEED  EQUAL  ACCESS  TO  EXCELLENCE 
AS  WELL,  AND  STUDENT  FINANCIAL  AID  IS  ESSENTIAL  TO  AFFORDABILITY 
TO  APPROXIMATELY  HALF  THE  STUDENTS  IN  THIS  COUNTRY. 

FOR  THE  FIRST  TIME,  THE  DEPARTMENT  OF  EDUCATION  WILL  HAVE  A 
THREE -YEAR  STRATEGIC  PLAN  AND  A  CLEARLY  DEFINED  MANAGEMENT 
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STRUCTURE.   AND  MOST  IMPORTANTLY  A  STAFF,  INCLUDING  A  CHIEF 
FINANCIAL  OFFICER  FORMERLY  WITH  THE  GAO- -WHICH  IS  DEDICATED  TO 
MANAGEMENT- -GIVING  IT  THE  HIGHEST  PRIORITY. 

AND  FINALLY,  WE  ARE  USING  THE  TOOL  THAT  WORKS  BEST:  THE 
BULLY  PULPIT  ITSELF,  TO  BE  ADVOCATES  FOR  PUBLIC  EDUCATION  AND  TO 
CALL  ON  OUR  FAMILIES  AND  COMMUNITIES  TO  GIVE  CHILDREN  THE 
ATTENTION  AND  TIME  THEY  NEED  TO  GROW  AND  THRIVE. 

SECRETARY  RICHARD  RILEY  USED  THAT  PULPIT  IN  HIS  RECENT  STATE 
OF  EDUCATION  SPEECH,  WHEN  HE  SAID: 

'  IF  I  AM  TROUBLED  BY  ANYTHING,  IT  IS  THIS:  WE  SEEM,  AS.^^'^. 
NATION,  TO  BE  DRIFTING  TOWARD  A  NEW  CONCEPT  OF  CHILDHOOD  WHICH 
SAYS  THAT  A  CHILD  CAN  BE  BROUGHT  INTO  THIS  WORLD  AND  ALLOWED  TO 
FEND  FOR  HIMSELF  OR  HERSELF.   THERE  IS  A  DISCONNECTION  HERE  THAT 
DEMANDS  OUR  ATTENTION. . .  A  DISCONNECTION  SO  PERVASIVE  BETWEEN 
ADULT  AMERICA  AND  CHILD  AMERICA  THAT  WE  ARE  ALL  LOSING  TOUCH  WITH 
ONE  ANOTHER . " 

THERE  IS,  HE  ADDED,  "A  MORAL  URGENCY  TO  OUR  COMING 
TOGETHER ... A  NEED  TO  ACT  ...  TO  RECONNECT . " 

IN  CONCLUSION,  WE  HAVE  THE  TOOLS  TO  MEET  THE  CHALLENGES 
FACING  AMERICA'S  SCHOOLS  OF  THE  21ST  CENTURY:  THEY  ARE  FOUND  IN 
THE  PRESIDENT'S  AGENDA  AND  YOUR  AGENDA,  THEY  ARE  FOUND  IN  THE 
1995  BUDGET,  THEY  ARE  FOUND  IN  OUR  STATES  AND  COMMUNITIES  WHERE 
WE  HAVE  MANY  MODELS  OF  SUCCESS  WHICH  CAN  BE  TRANSPLANTED  AND 
GROWN  ELSEWHERE. 

THERE  IS  A  SENSE  OF  URGENCY  PROPELLING  US  FORWARD- -WE  KNOW 
SO  MUCH  IS  AT  STAKE,  THAT  EDUCATION  REMAINS  THE  ONLY  MEANS  BY 
WHICH  THE  DREAMS  OF  PARENTS  ARE  FULFILLED  FOR  THEIR  CHILDREN. 

WE  BELIEVE,  IN  THE  DEPARTMENT  OF  EDUCATION,  THAT  WE  ARE 
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POISED  TO  MEET  THIS  CHALLENGE;  THAT  IN  FACT,  WE  HAVE  NO  CHOICE 

BUT  TO  DO  SO. 

THANK  YOU.   I  WILL  BE  PLEASED  TO  ANSWER  QUESTIONS. 

7 

Senator  Dodd.  I,  of  course,  mentioned  Goals  2000.  I  did  not  in- 
tend to  leave  out  school-to-work  or,  the  subject  of  the  hearing  we 
held  yesterday  in  this  very  building  on  the  Elementary  and  Second- 
ary Education  Act  reauthorization,  which  we  will  be  examining  in 
coming  weeks.  I  thought  Secretary  Riley  gave  excellent  testimony 
in  support  of  those  efforts,  and  it  should  be  noted  and  emphasized. 
This  is  a  substantial  commitment  of  resources.  As  you  pointed  out 
in  your  testimony,  we  have  gone  from  $100  million  last  year  to 
$700  million. 

Dr.  Smith.  Right. 

Senator  DoDD.  We  are  increasing  elementary  and  secondary  edu- 
cation support  funds  by  almost  $1  billion.  Now,  there  v^dll  be  a  bat- 
tle, obviously,  over  Chapter  One  and  a  variety  of  other  pieces  con- 
cerning how  those  dollars  are  spent.  But,  nonetheless,  there  is  a 
substsmtial  commitment,  and  I  commend  President  Clinton,  the 
Administration,  and  the  Department  for  your  terrific  work  in  this 
area. 

Dr.  Smith,  I  realize  you  are  here  today  in  a  capacity  as  an  official 
from  the  Department  of  Education,  but  you  have  had  a  lengthy  and 
distinguished  career  in  looking  at  these  matters.  It  would  be  help- 
ful if  you  could  outline  from  your  vantage  point,  what  you  see  as 
priorities.  If  it  were  left  up  to  you  to  say,  look,  here  is  what  I 
think — I  know  the  Goals  2000  lays  out  some  pretty  important 
areas. 

Dr.  Smith.  Right. 

Senator  Dodd.  But  where  do  you  see  the  most  important  prior- 
ities over  the  next  10  or  15  years  to  prepare  our  next  generation 
for  the  workplace  in  the  21st  Century?  What  would  your  priorities 
be  in  terms  of  where  those  resource  allocations  ought  to  go? 

Dr.  Smith.  I  think  they  lie  in  really  three  areas.  The  first  is  the 
general  need  to  upgrade  the  quality  of  education  across  the  board. 
As  we  point  out  in  Gk)als  2000,  as  Deputy  Secretary  Kunin  points 
out  in  her  testimony,  we  have  had  low  expectations  for  kids  for 
years.  We  could  ask  our  kids  to  do  far  more  than  we  are  presently 
asking.  All  you  need  to  do  is  look  at  the  comparisons  with  other 
countries.  Almost  every  kid  in  Japan  takes  algebra  by  7th  grade. 
Something  on  the  order  of  20  percent  of  our  students  take  algebra 
by  the  end  of  8th  grade. 

We  are  just  not  asking  the  kinds  of  things  that  we  could  of  our 
students.  And  we  know  from  lots  of  examples  that  we  could  ask 
those,  and  the  students  could  succeed.  We  need  to  train  teachers 
and  so  on,  but  by  and  large,  there  is  a  fundamental  need  to  set  our 
sights  higher. 

I  spent  a  day  last  week  at  the  Saturn  plant,  talking  vvdth  the  em- 
ployees and  employers  about  the  kinds  of  problem  solving  that  goes 
on  in  the  groups  that  operate  at  Saturn.  What  we  see  there  is  the 
kind  of  complex  solving  of  often  quite  ambiguous  situations,  quite 
ambiguous  problems  that  really  should  constitute  the  kind  of  cur- 
riculum that  our  kids  are  exposed  to  in  school.  These  people  are 
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self-selected  in  the  Saturn  plant,  typically,  so  that  it  is  a  particu- 
larly strong  group  of  people.  But  we  need  all  of  our  students  who 
go  into  manufacturing  plants  or  into  white-collar  work  to  be 
trained  in  that  way. 

So  there  is  a  general  overall  need  to  raise  the  level  of  the  quality 
of  education  for  all  of  our  students,  for  our  economy,  and  for  our 
democracy,  for  both. 

The  second  issue — and  I  am  not  going  to  suggest  that  it  is  less 
important;  in  fact,  I  believe  it  is  more  important — is  that  we  have 
terrible  disparities  in  this  country  in  educational  achievement. 
There  is  a  shocking  graph  that  we  show.  It  shows  that  8th  grade 
American  students  in  an  international  comparison.  Of  course,  one 
has  to  take  international  comparisons  with  a  grain  of  salt.  Cultures 
are  different  and  so  on.  But  the  chart  shows  it  has  the  overall 
mean  achievement  levels  for  American  students  in  mathematics  to- 
ward the  bottom  of  the  group  of  countries  that  are  compared,  and 
it  has  the  variation  in  the  scores  near  the  top  of  the  group. 

Now,  on  the  one  hand,  it  is  tgdking  about  overall  quality — that 
is,  the  overall  mean.  On  the  other  hand,  it  is  talking  about  inequal- 
ity, the  variation  among  the  students.  We  are  low  in  quality  and 
we  are  high  in  inequality,  and  we  cannot  afford  to  be  that  way.  A 
democracy  like  ours  has  got  to  pay  attention  to  the  lower-scoring 
students,  more  attention,  in  fact,  often,  than  to  students  who  come 
with  lots  of  advantages. 

So  that  is  the  second  thing,  and  it  means  concentrating  more  re- 
sources in  inner  cities.  It  means  concentrating  more  resources  in 
poor  rural  areas.  It  means  combining  education  with  other  social 
functions,  ways  of  bringing  together  the  entire  network  of  social 
concerns  so  that  we  can  support  the  needs  of  the  kids. 

The  third  is  in  the  area  of  school-to-work.  We  are  the  only  ad- 
vanced country,  the  only  Nation  at  this  point  without  a  coherent 
school-to- work  system,  without  an  alternative  path  for  kids  who  do 
not  go  on  to  4-year  colleges.  You  all  know  the  problem.  These  kids 
are  often  in  the  B  track  in  high  schools  or  they  are  in  a  vocational 
track.  There  is  no  real  hope  of  a  good  job  after  they  get  out  of  high 
school.  There  is  no  sense  of  a  credential.  There  is  no  sense  of  a 
really  coherent  and  rigorous  training  program. 

We  have  got  to  put  that  in  our  schools.  We  can  do  that.  And  we 
can  do  it  without  sacrificing  the  kinds  of  second  chance  opportuni- 
ties that  the  United  States  has.  We  cannot  sacrifice  those.  We  have 
got  to  create  a  system  that  is  different  from  many  in  Europe,  but 
we  have  got  to  also  give  those  kids  an  opportunity  when  they  come 
out  of  school,  when  they  come  out  of  high  school  or  out  of  commu- 
nity college,  a  really  good  opportunity  to  move  into  a  fairly  high- 
paying,  high-skilled  job. 

So  I  would  say  those  three  areas  are  absolutely  critical. 

Senator  DODD.  Those  are  about  as  good  three  choices  as  I  have 
heard.  Let  me  just  focus  a  bit  on  the  school-to-work  issue  because 
I  agree  with  that. 

Dr.  Smith.  Right. 

Senator  DODD.  I  think  it  is  critically  important.  Someone  re- 
cently said  to  me — and  I  am  just  curious  as  to  whether  or  not  you 
think  this  is  accurate.  I  had  given  this  speech.  I  have  said  it  so 
many  times  I  can  say  it  in  my  sleep.  I  had  said  how  important  it 
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is  to  complete  a  high  school  education — that  less  than  1  percent  of 
the  jobs  will  be  available  to  people  with  less  than  a  high  school  di- 
ploma, and  about  20  percent  of  the  jobs  available  to  people  with 
only  a  high  school  diploma. 
Someone  said  to  me  the  other  day, 

Well,  Senator,  that  is  an  important  line  to  get  out, 

he  said, 

but  I  want  to  tell  you  something. 

He  said, 

You  know,  we  have  looked  at  it 

and  this  was  a  fellow  from  the  corporate  side. 

Under  the  present  system  if  we  take  someone  with  a  9th  or  10th  grade  education 
or  a  12th  grade  education,  it  does  not  make  any  difference.  We  are  basically  getting 
the  same  quality  of  employee  without  any  other  training. 

He  believes  that  it  does  not  make  any  difference  whether  an  indi- 
vidual completes  the  10th  grade  or  the  9th  grade  or  the  12th  grade. 

His  comments  shocked  me.  What  do  you  think  about  this? 

Dr.  Smith.  I  do  not  know  if  there  is  any  clear  data  on  it.  We  used 
to  talk  about  the  way  to  improve  the  efficiency  of  schooling.  This 
is  a  little  bit  of  a  joke,  but  the  way  to  improve  the  efficiency  of 
schooling  would  be  to  remove  the  12th  grade,  because  there  are 
some  data  that  suggest  that  scores  actually  go  down  in  the  12th 
grade.  That  is  among  students  who  do  not  have  a  coherent  curricu- 
lum. Those  scores  do  not  go  down  for  students  that  are  going  to  go 
on  to  challenging  4-year  colleges.  Those  scores  go  down  often  for 
kids  that  do  not  have  any  real  expectations  about  what  they  are 
going  to  do  when  they  get  out  of  high  school.  So  there  is  no  incen- 
tive for  them  to  work  hard. 

If  they  were  in  the  kind  of  school-to-work  program  that  you  have 
espoused  and  that  the  Administration  is  now  pushing,  there  would 
be  an  incentive  for  those  students  to  work  hard.  In  fact,  in  a  Two- 
Plus-Two-like  program  or  a  Two-Plus-One-like  program,  they  would 
know  that  they  were  going  on  to  college  the  next  year.  And  that 
12th  year,  the  11th  and  12th  year  of  schooling,  would  be  just  an- 
other college  year,  in  effect.  They  would  have  gotten  into  college  a 
little  bit  earlier.  They  would  be  moving  forward  in  their  lives.  And 
they  would  know  that  they  have  to  succeed  in  order  to  get  the  kind 
of  credential  that  would  give  them  a  job  later  on. 

Without  incentives,  you  cannot  expect  students  to  work  very 
hard  in  high  school.  If  you  interview  high  school  kids — I  do  not 
know  if  you  have  got  a  high  school  youth  yourself,  but  kids  used 
to  come  to  my  house,  friends  of  my  own  cluldren,  and  they  would 
talk  about  not  doing  anything  in  the  12th  grade,  particularly  the 
second  semester  of  the  12th  grade,  which  was  just  seen  as  a  time 
to  play. 

I  do  not  think  we  can  tolerate  that  for  the  kids  that  are  going 
to  go — for  any  of  the  kids,  but  particularly  for  the  kids  who  are 
going  to  go  on  and  graduate  and  not  go  on  to  4-year  colleges.  They 
have  got  to  have  some  training.  They  have  got  to  have  some  rigor. 

Senator  Dodd.  No  question.  I  beUeve  it  was  the  Carnegie  Foun- 
dation at  the  turn  of  the  century  which  completed  a  study  at  the 
request  of  the  business  community  in  America  to  determine  what 
sort  of  curricula  our  secondary  schools  ought  to  be  teaching  to  best 
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prepare  them  for  the  workplace.  Their  recommendations  were  for 
algebra  and  geometry  and  trigonometry  and  the  like.  Today,  de- 
spite the  fact  that  the  workplace  has  changed  dramatically — those 
subject  matters  which  certainly  can  be  wonderful  disciplines — con- 
tinue to  be  taught.  In  terms  of  preparing  a  young  person  for  the 
workforce  today,  however,  statistics  and  probabilities  may  be  far 
more  important.  And  yet  we  still  have  a  high  school  curricula  that 
reflects  the  20th  Century's  needs  as  we  approach  the  21st  Century. 

How  much  truth  is  there  in  that? 

Dr.  Smith.  I  think  that  is  right.  I  think  we  have  been  very  slow 
to  change  the  nature  of  our  curricula  as  our  society  has  changed, 
as  the  economy  has  changed,  as  the  workplace  has  changed. 

I  was  with  Howard  Gardner  the  other  day.  He  is  a  noted  psychol- 
ogist from  Harvard.  One  of  the  things  we  were  talking  about  was 
standards  and  the  nature  of  standards  and  what  should  be  in  them 
and  what  all  kids  should  know  and  be  able  to  do.  And  Howard 
mentioned  that  perhaps  it  is  more  important  for  students  to  actu- 
ally learn  something  really  well  than  it  is  for  them  to  learn  some 
specific  set  of  things  that  we  lay  out.  That  is,  if  they  can  learn  it 
really  well,  they  know  how  to  grapple  with  complex  material.  They 
know  how  to  grapple  with  complex  problems. 

That  kind  of  understanding,  the  understanding,  in  fact,  that  you 
can  deal  with  a  certain  body  of  knowledge,  a  body  of  knowledge 
that  is  complex,  suggests  to  yourself  that  you  can  deal  with  another 
body  of  knowledge  that  is  complex  and  gives  you  a  sense  of  control 
over  your  own  environment  that  you  do  not  have  if  all  you  have 
done  is  skim  across  a  wide  variety  of  different  areas. 

That  is  one  way  of  answering  your  question.  Another  way  of  an- 
swering it  is  that  notions  of  probabilities,  statistics,  discrete  mathe- 
matics, tend  to  be  far  more  important  in  the  workplace  certainly 
than  algorithms  for  solving  algebra  problems  or  geometry  prob- 
lems. 

Part  of  the  problem  here  has  been  that  universities  continue  to 
require  the  same  sets  of  mathematics  courses  as  they  have  for 
years  and  years,  ever  since  Carnegie,  as  you  mentioned.  Part  of  an- 
other problem  is  that  the  teachers  have  not  been  trained.  Teachers 
^yho  have  been  in  place  for  a  long  time  are  not  trained  to  teach  sta- 
tistics and  probabihty  while  they  are  trgdned  to  teach  algebra  and 
geometry. 

So  to  change  the  system  means  both  changing  the  requirements 
that  colleges  have  and  changing  the  opportunities  that  teachers 
have  for  professional  development.  That  takes  a  really  concerted  ef- 
fort of  the  sort  that  I  think  we  are  all  kind  of  moving  toward. 

When  the  NCTM,  the  National  Council  of  Teachers  of  Mathe- 
matics, set  out  the  specifications  for  what  all  children  should  know 
and  be  able  to  do  in  their  content  standards  for  mathematics,  they 
have  emphasized  the  need  to  have  statistics  and  probability  as  part 
of  everybody's  curriculum. 

So  we  have  an  example  from  the  NCTM,  from  the  mathemati- 
cians and  from  the  math  teachers.  Now  we  need  to  move  to  the 
next  step  in  order  to  begin  to  get  it  in  the  high  schools  and  even 
in  the  elementary  and  middle  schools. 

Senator  Dodd.  I  thank  you.  Let  me  turn  to  my  colleague  from 
Illinois,  who  is  pressed  for  time.  Thank  you  very  much. 
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Senator  Simon.  Thank  you. 

Just  in  line  with  the  last  comments  here,  our  colleague,  Senator 
Claiborne  Pell — and  I  saw  him  do  this  to  a  group  of  young  people, 
asking  the  question,  How  many  of  you  think  you  should  be  chal- 
lenged to  do  more?  And  the  hands  shot  up.  And  I  have  been  doing 
that  in  talking  to  young  people.  Inevitably  the  answer  is  the  same. 

They  are  eager  to  be  challenged  to  do  more.  Now,  they  may  not 
Uke  it  when  you  get  a  little  more  specific  in  terms  of  you  have  to 
get  a  term  paper  in. 

Dr.  Smith.  Right.  Due  tomorrow,  right. 

Senator  SiMON.  Yes;  but  I  think  there  is  that  general  sense  that 
we  are  not  challenging  young  people  as  much  as  we  should. 

In  terms  of  specifics,  just  some  comments,  and  I  do  not  expect 
you  to  respond  here,  but  Goals  2000  makes  foreign  languages  part 
of  the  core  curriculum.  Knocking  out  the  meager  funds  we  have  for 
foreign  language  assistance  in  the  budget,  frankly,  does  not  make 
any  sense. 

One  that  I  particularly  feel  strongly  about,  library  hteracy  is 
being  knocked  out.  People  who  cannot  read  and  write  will  not  walk 
into  an  elementary  school  or  into  a  high  school.  They  can  walk, 
without  embarrassment,  into  a  library,  and  libraries  across  this 
Nation  are  doing  a  great  job  in  terms  of  library  literacy.  And  while 
we  can  save  $23  million  knocking  out  that  program,  that  is  money 
that  is  very,  very  expensive  money  in  the  long  run. 

I  tend  to  thiiik  the  same  on  bilingual  vocational  training.  I  am 
willing  to  be  persuaded,  but  the  need  for  reaching  young  people 
whose  native  tongue  may  be  Spanish  or  Chinese  or  whatever  it 
may  be  I  think  is  very,  very  real  in  our  society. 

I  do  not  expect  the  Administration  to  endorse  any  specific  plan 
in  connection  with  the  Jeffords  resolution  or  even  to  endorse  the 
Jeffords  resolution.  I  understand  where  you  are  on  that.  I  do  be- 
Ueve  that  if  we  can  move  ahead,  at  some  point  our  colleagues  on 
the  Budget  Committee  are  going  to  ask:  What  do  you  want  that 
money  for?  And  I  think  at  least  informally  we  ought  to  be  not  on 
a  collision  path  with  the  Administration  on  that;  that  you  ought  to 
be  thinking  about  that,  without  endorsing  any  cuts  that  we  would 
make  or  any  proposals  we  might  make  in  other  areas. 

For  example,  in  Sweden,  which  does  not  have  the  income  dispar- 
ity that  we  do,  you  spend  2  to  3  times  as  much  in  the  poorer  areas 
01  Sweden  per  pupil  as  you  do  in  the  more  affluent  areas.  We  do 
precisely  the  opposite.  The  poorer  the  school  district,  the  poorer  the 
educational  opportunity.  It  is  really  not  a  rational  kind  of  response. 

On  what  Senator  Dodd  mentioned  about  property  tax,  in  Illinois 
our  assessed  valuation  per  pupil  varies  from  $5,000  to  $880,000. 
And  you  can  imagine  the  disparity  that  is  there  in  educational  op- 
portunity. 

I  think  this  is  one  area  we  ought  to  be  thinking  about.  I  think 
a  second  area  is  how  many  days  we  go  to  school.  It  is  243  days  in 
Japan,  240  in  Germany,  180  in  the  United  States.  We  can  fool  our- 
selves that  we  can  learn  as  much  in  180  days  as  they  do  in  243 
or  240.  But  we  really  are  just  fooling  ourselves. 

You  know,  this  is  an  area  where  I  think  we  ought  to  be  taking 
a  look.  I  was  just  looking  at  some  figures  pulled  together  by  my 
staff  from  the  Brookings  Institution.  In  1992,  we  spent  $17  billion 
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for  defense  of  northern  Norway.  $17  billion  would  permit  us  to 
have  every  classroom  in  this  Nation  no  more  than  15  students  per 
classroom.  I  think  we  could  do  something  to  defend  the  United 
States  and  our  future  here  with  that  kind  of  money. 

Again,  I  am  not  saying  which  one  of  these  priorities  we  ought  to 
be  moving  toward,  but  I  would  like  to  see  us — I  think,  frankly,  Sen- 
ator Dodd  and  I,  both  of  whom  serve  on  the  Budget  Committee,  we 
are  going  to  have  to  put  some  concrete,  some  flesh  on  the  skeleton. 
We  cannot  just  say  we  want  another  $15  billion.  We  are  going  to 
have  to  say  this  is  for  what.  And  while  we  do  not  expect  the  Ad- 
ministration to  endorse  whatever  we  propose  or  endorse  the  Jef- 
fords resolution,  I  think  that  we  ought  to  somehow  coordinate  in 
an  informal  way  so  that  we  are  not  on  a  collision  path. 

Dr.  Smith.  Within  those  terms,  we  would  be  delighted  to  work 
with  you.  I  was  just  thinking  about  other  priorities  as  you  listed 
yours. 

Senator  Simon.  And  I  thank  you  very  much  for  your  testimony. 
I  have  not  heard  you  testify  before,  I  do  not  beheve,  and  I  have 
been  impressed  by  the  way  you  handled  yourself  and  your  knowl- 
edge. I  think  we  have  a  good  Under  Secretary  of  Education.  We 
thank  you. 

Senator  Dodd.  I  am  going  to  put  up,  some  intriguing  photos  on 
our  bulletin  board  I  am  sure  everybody  read  the  very  good  piece 
by  our  former  colleague,  Al  Gore,  the  Vice  President,  in  the  New 
York  Times  magazine  a  few  weeks  ago  when  it  appeared.  I  hope 
as  many  people  read  America's  Best  Buildings.  This  top  building  is 
a  very  wonderful  looking  library  facility.  That  is  the 

Senator  SiMON.  In  Connecticut? 

Senator  Dodd.  No;  these  buildings  are  sort  of  interesting.  This 
one  over  here  has  falling  plaster,  just  a  rundown-looking  facility. 
That  is  a  classroom  at  Flushing  High  School  in  Queens,  which  had 
its  last  major  renovation  in  1970.  Above  is  the  law  library  at  the 
new  $74  million  North  Tower  of  the  Manhattan  Detention  Center. 
Sometimes  you  wonder  where  our  priorities  are — not  that  prisoners 
should  not  have  a  library,  I  suppose,  but  this  is  rediculous. 

Down  at  the  bottom — and  I  will  put  these  up — is  Boston's  high 
school,  South  Boston.  It  was  constructed  in  1901.  The  last  renova- 
tion, in  1940,  was  50  years  ago.  Right  below  it  is  Boston's  $54  mil- 
hon  Suffolk  County  Jail,  opened  in  1990  on  the  Charles  River. 

Again,  you  wonder  sometimes  what  our  priorities  are.  Here  is  an 
education  facility,  last  renovated  50  years  ago,  and  a  prison  on  the 
Charles  River.  There,  they  are  blown  up.  You  can  see.  That  is  the 
Flushing  High  School,  and  that  is  the  prison  library.  You  wonder 
why  sometimes  taxpayers  get  irate,  but  this  is  a  pretty  good  exam- 
ple where  they  have  every  right  to  be. 

Well,  we  thank  you  for  this. 

Senator  Simon.  If  I  could  just  add  one  other  thing,  because  what 
you  just  said  hits  me.  We  talk  about  anti-crime  legislation.  If  we 
were  to  move  on  the  Jeffords  resolution,  we  would  do  more  against 
crime  in  this  country  than  all  the  money  we  are  spending  to  stock- 
pile more  and  more  people  in  prison.  Dick  Riley  used  this  the  other 
day;  82  percent  of  the  people  in  prisons  are  high  school  dropouts. 
We  are  pretending  we  are  going  to  solve  the  crime  problem  by  put- 
ting more  and  more  people  into  prison.  I  read  the  other  day  where 
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Mark  Mauer  testified.  He  said  that  is  like  having  a  health  reform 
program  by  building  more  and  more  hospitals,  that  that  is  how  you 
are  going  to  solve  the  health  problem. 

You  work  on  prevention,  and  we  have  to  be  working  on  preven- 
tion here. 

Dr.  Smith.  I  personally  agree  with  you  foursquare. 

Senator  DODD.  I  would  just  emphasize  that  point.  I  speak  at  a 
public  high  school  every  week.  I  have  spoken  at  every  single  public 
high  school  in  my  State  in  10  years.  I  was  in  New  Haven  the  other 
day,  visiting  at  an  inner  city  elementary  school  with  a  second  grade 
teacher.  She  told  me  that  a  few  years  ago  she  used  to  have  two, 
three,  four  students  in  the  second  grade  who  would  come  to  the 
second  grade  without  knowing  how  to  read  or  write  anything.  She 
now  has  a  second  grade  class  where  not  a  single  student  arrived 
with  the  ability  to  read  or  write. 

Now,  you  tell  me  where  you  think  those  second  graders  are  going 
to  end  up  in  the  next  10  years.  Barring  some  major  intervention, 
we  have  already  taken  a  good  percent  of  these  kids,  and  we  have 
pretty  much  guaranteed  the  outcome  for  them  at  age  7  under  the 
present  process. 

Senator  Simon.  And  maybe  this  is  where — if  instead  of  going  180 
days  they  went  210,  maybe  they  have  a  Uttle  more  of  a  chance 
later  on. 

Senator  DODD.  Well,  thank  you  again.  Doctor. 

Dr.  Smith.  Thank  you. 

Senator  DoDD.  We  will  be  in  touch  with  you,  too.  Thank  you  for 
your  excellent  testimony. 

Dr.  Smith.  Thanks. 

Senator  DoDD.  Next  is  our  colleague,  Jim  Jeffords,  who  has 
worked  so  hard  on  this.  I  am  very  pleased,  as  I  know  my  colleague 
from  Illinois  is,  to  be  involved  with  him  on  these  issues.  We  are 
going  to  do  more.  Certainly  our  colleague  from  Illinois  has  spent 
a  good  part  of  his  public  career  on  these  issues,  and  we  just  have 
to  keep  banging  away,  letting  people  know  where  resources  can  go 
and  what  can  be  done.  So  we  thank  you  for  coming,  Jim,  and  we 
look  forward  to  hearing  your  testimony  and  then  having  you  join 
us  here  on  the  panel. 

STATEMENT  OF  HON.  JAMES  JEFFORDS,  A  UNITED  STATES 
SENATOR  FROM  THE  STATE  OF  VERMONT 

Senator  Jeffords.  I  appreciate  that  very  much.  Both  you  Sen- 
ator Dodd,  and  Senator  Simon  came  into  the  Congress  the  same 
time  I  did,  about  20  years  ago,  and  have  served  on  committees  that 
deal  with  education  for  that  length  of  time.  AU  of  us  have  an  un- 
derstanding of  what  our  schools  have  done  that  has  been  good  and 
what  they  have  done  that  has  not  worked.  We  also  know  what  we 
must  do  in  order  to  get  things  under  control. 

Before  I  proceed,  I  want  to  first  thank  you  both  for  your  help  in 
organizing  this  hearing.  It  is  especially  important  to  (fiscuss  these 
issues  before  the  Budget  Committee,  because  this  is  the  first  step 
that  is  necessary  under  our  budget  process,  if  we  want  to  be  able 
to  fulfill  our  dreams  and  wishes  to  help  this  Nation  improve  edu- 
cational achievement  and  maintain  its  position  in  the  world. 
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I'm  afraid  this  hearing  will  have  a  tendency  to  get  into  discus- 
sions on  educational  philosophy  and  into  the  questions  of  whether 
you  can  do  things  to  improve  education  with  or  without  money.  But 
we  have  got  to  keep  in  mind  what  the  real  issue  is.  The  issue  is 
this — whether  this  country,  in  the  next  century  will  be  able  to  pro- 
vide our  people  with  the  level  of  income,  and  the  jobs  that  are  nec- 
essary to  make  us  a  prosperous  Nation  and  keep  the  United  States 
in  a  position  where  it  can  continue  to  be  the  world  leader.  If  we 
do  not  act  now,  then  we  will  have  failed  because  we  all  know  that 
when  you  are  talking  about  education,  there  is  a  long  lead  time. 
It  takes  many  years  to  train  a  workforce.  If  we  do  not  start  now, 
the  workforce  of  the  future  just  will  not  be  there. 

Many  studies,  including  Workforce  2000,  clearly  show  that  Amer- 
ican business  will  not  be  competitive  in  the  future  unless  the  edu- 
cation system  improves  dramatically.  I  will  produce  for  you  later 
many,  many  studies  that  indicate  this. 

The  third  thing  I  want  to  mention  is  that  we  have  just  passed 
Goals  2000  which  helps  States  and  local  governments  create  plans 
to  obtain  dramatic  improvement  in  their  schools.  We  are  going  to 
jrovide  them  with  millions  of  dollars,  hundreds  of  millions  of  dol- 
ars  to  do  that.  We  must  make  sure  that  the  States  know  there  will 
>e  Federal  resources  to  help) — I  emphasize  help — reach  those  essen- 
tial goals.  The  State  and  local  governments  cannot  plan  without 
that  knowledge. 

It  has  been  nearly  11  years  since  A  Nation  At  Risk  was  released, 
a  study  produced  by  the  Reagan  administration,  indicating  the  se- 
rious problems  that  we  have.  The  authors  of  that  report  describe 
the  status  of  our  education  system  as  follows,  and  I  think  it  is  im- 
portant to  keep  this  in  mind  because  I  think  it  emphasizes  what 
our  ultimate  goal  is. 

If  an  unfiiendly  foreign  power  had  attempted  to  impose  on  America  the  mediocre 
educational  performance  that  exists  today,  we  might  well  have  viewed  it  as  an  act 
of  war. 

In  my  view,  they  were  portraying  a  very  serious  problem  and 
making  a  plea  to  the  Nation  to  take  action.  This  commission  was 
not  the  first  to  have  made  these  recommendations,  nor  will  it  be 
the  last.  In  fact,  I  have  a  list  of  dozens  and  dozens  of  studies  and 
will  show  you  those,  which  you  may  file  away  and  not  put  in  the 
record,  but  they  have  been  done  on  these  kinds  of  problems  in  the 
United  States. 

Unfortunately,  the  policymsikers  and  the  leadership  of  our  coun- 
try have  not  treated  education  as  a  crisis  at  this  point,  and  with 
isolated  exceptions,  have  made  only  marginal  changes. 

I  would  like  to  relate  a  httle  story  of  a  conversation  I  had  with 
Hedrick  Smith.  You  may  have  seen  his  wonderful  series  that  he  did 
on  the  crisis  in  America  in  the  educational  field.  He  was  sitting 
with  a  Japanese  industrialist,  and  talking  about  education  in 
America.  The  industrialist  said, 

What  your  Nation  needs  is  an  education  Pearl  Harbor  to  wake  you  up. 

Coming  from  a  Japanese  industrialist,  that  may  have  been  ironic, 
at  least,  but  it  did  demonstrate  the  perception  that  the  world  has 
of  where  we  are,  and  the  fact  that  we  have  traditionally  slept  until 
a  situation  turns  into  a  crisis.  Then,  we  are  shocked  into  reahty. 
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Let's  examine  just  a  few  of  the  measures  that  one  normally  uses 
when  talking  about  the  health  of  education.  Let's  go  to  funding  be- 
cause that  is  critical  here. 

We  are  going  to  have  a  lot  of  discussion  about  funding  and 
whether  it  is  necessary  or  not  necessary.  There  will  be  those  that 
will  say  funding  is  not  the  problem.  In  many  regards,  I  agree  with 
them.  Certainly,  some  of  the  things  that  you  have  just  mentioned 
in  your  discussions  indicate  that.  There  is  no  reason  why  young 
people  have  to  sit  through  high  school  unchallenged.  You  may  not 
need  a  lot  of  money  to  challenge  them  in  that  respect. 

But  how  much  are  we  spending  in  the  schools?  It  is  well  known 
that  school  funding  is  not  a  very  good  predictor  of  student  achieve- 
ment, but  it  is  useful  to  examine  how  much  is  being  spent. 

According  to  the  Congressional  Research  Service,  a  total  of  $247 
billion  was  spent  to  operate  approximately  87,000  elementary  and 
secondary  schools  around  the» Nation  in  1992.  The  Federal  Govern- 
ment provided  just  5.6  percent  of  this  total.  This  compares  to  $127 
billion  spent  in  1982,  1  decade  earlier,  when  the  Risk  Panel  was 
conducting  its  work.  At  that  time  the  Federal  Government  contrib- 
uted 7.7  percent  of  the  total.  In  other  words,  the  Federal  share  of 
elementary  and  secondary  education  decreased  2  percent  over  the 
decade. 

This  may  look  like  a  big  increase  in  funding  for  the  schools,  but 
when  expressed  on  a  per-student  basis,  in  constant  dollars,  it 
amounts  to  about  2  percent  real  growth  per  year. 

Mr.  Chairman,  I  am  not  an  economist,  but  I  can  tell  you  that  the 
price  deflator  CRS  used  to  compute  constant  dollars  measures  only 
price  changes  of  local  governmental  purchases,  not  the  cost  of  edu- 
cating a  young  person. 

Government  mandates,  initiatives  such  as  special  education,  se- 
curity problems,  health  care  for  students,  and  many  other  concerns 
have  driven  the  average  cost  of  educating  a  young  person  far  be- 
yond that  indicated  by  the  deflator  in  the  report. 

My  point  is  simply  that  the  raw  data  may  seem  to  indicate  school 
funding  has  increased  substantially,  but  the  reality  is  that  the  in- 
crease has  been  very  small.  When  compared  to  the  demands  placed 
upon  the  schools  and  the  needs  of  the  students,  funding  has  not 
kept  pace. 

Finally,  I  would  like  to  point  out  that  while  the  Federal  Govern- 
ment is  beginning  to  increase  its  share  of  elementary  and  second- 
ary funding,  which  I  wholly  support,  it  is  at  the  State  and  local 
government  level  that  the  vast  majority  of  those  increases  in  fund- 
ing have  occurred  in  the  last  decade.  And  it  is  incredibly  important 
to  point  out  that  almost  all  of  that  increase  at  the  State  and  local 
level  has  been  for  special  education.  As  a  result,  we  have  seen  a 
decrease  in  the  things  that  Senator  Simon  referred  that  chsdlenge 
students.  The  Javits  Gifted  and  Talented  Progrsim  is  pretty  much 
totally  unfunded  and  unused.  We  have  also  seen  the  cuts  in  other 
areas  that  would  give  the  kind  of  incentives  that  make  education 
interesting  to  our  students. 

That  is  why,  I  would  just  remind  you,  that  on  Goals  2000,  the 
Senate  voted  93-0  to  raise  funding  for  special  education  to  the  40 
percent  level  that  we  told  the  school  districts  the  Federal  Govern- 
ment would  provide  when  we  c£une  up  with  the  Special  Education 
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Program  in  1975.  Just  keep  that  in  mind,  because  when  we  say 
that  there  has  been  an  increase  in  funding,  all  of  that  has  been 
spent  on  the  increased  demand  for  special  education. 

The  percentage  of  students  who  graduate  is  another  commonly 
used  measure  of  how  our  schools  are  performing.  According  to  The 
Condition  of  Education  put  out  by  the  U.S.  Department  of  Edu- 
cation, the  percentage  of  19-  to  20-year-olds  who  have  not  com- 
pleted high  school  declined  slightly,  about  2  percentage  points  over 
the  last  decade.  The  percentage  of  this  age  group  still  enrolled  in 
school  increased  slightly,  and  the  percentage  who  had  completed 
high  school  remained  about  the  same. 

These  trends  are  in  the  right  direction,  but  if  you  take  a  look  at 
Groal  3  that  we  just  passed,  GrO£d  3  says  that  our  students  should 
be  ready  for  entry-level  jobs,  or  to  go  to  college.  This  study  indi- 
cates that  right  now  only  48  percent  of  our  high  school  graduates 
are  ready  for  entry-level  jobs  or  post-secondary  education.  That  is, 
less  than  half  that  graduate  do  not  meet  Goal  3.  So  when  we  think 
in  terms  of  just  measuring  the  percentage,  that  graduate,  that  is 
not  the  whole  story.  We  are  pushing  a  lot  of  people  through  the 
schools,  but  they  are  not  being  educated. 

Finally,  there  is  the  issue  of  student  achievement.  What  are  our 
students  learning?  According  to  the  Statistical  Abstract  of  the  Unit- 
ed States,  1992,  published  by  the  Department  of  Commerce,  Scho- 
lastic Aptitude  Test  scores  for  college-bound  seniors,  although  not 
a  perfect  indicator  of  scholastic  ability,  have  remained  virtually  un- 
changed for  the  last  decade.  The  same  is  true  of  the  ACT  Program 
scores. 

Looking  at  younger  students,  the  results  are  equally 
unimpressive.  The  U.S.  Department  of  Education,  in  The  Condition 
of  Education,  1993,  reports  trends  in  proficiency  in  science,  math, 
reading,  and  writing  of  the  9-,  13-  and  17-year-old  students.  All 
measures  of  all  groups  were  unchanged  or  worse  over  the  last  2 
decades,  except  for  a  small  improvement  in  math  for  the  9-  and  13- 
year-olds,  and  in  reading  for  the  17-year-olds. 

To  me,  the  data  indicates  that,  when  measured  in  traditional 
ways,  our  students  are  about  as  good  as  they  were  20  years  ago. 
The  alarming  aspect  of  this  becomes  evident  when  our  students  are 
compared  with  those  who  are  their  international  competitors. 

A  recent  test  of  students  from  11  industrialized  nations  reported 
in  the  National  Assessment  of  Educational  Progress  put  our  13- 
year-old  students  last  in  mathematics  and  next  to  last  in  science 
out  of  those  industrialized  nations.  The  test  results  indicated  our 
13-year-old  students  were  approximately  2  years  behind  the  stu- 
dents in  Taiwan.  To  follow  up  on  Senator  Simon's  comments;  if  you 
take  that  2  years  and  extend  the  school  year  as  recommended,  you 
will  get  about  that  2-year  differential  which  we  are  seeing. 

In  summary,  we  have  maintained  the  status  quo  in  our  schools 
while  our  competitors  have  made  major  strides  forward.  If  we  ex- 
pect to  be  able  to  compete  successfully  against  them  into  the  next 
century,  then  we  must  find  a  way  to  bring  about  similar  improve- 
ments in  our  own  educational  system. 

The  Workforce  2000  study  saw  the  need  for  educational  improve- 
ment. It  predicted  that  more  than  half  of  the  new  jobs  created  by 
the  year  2000  would  require  education  beyond  the  high   school 
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level.  Unfortunately,  what  is  evident  among  many  of  our  leading 
corporations,  such  as  Motorola,  Xerox,  MCI,  and  others,  is  that 
they  are  compelled  to  set  up  their  own  remedial  education  pro- 
grams to  correct  the  deficiencies  they  identify  in  the  skills  of  young 
people  graduating  from  American  high  schools. 

I  will  introduce  this  into  the  record.  This  comes  from  a  Harvard 
Business  Review,  comments  by  the  Motorola  company,  where  they 
found,  incredibly,  that  their  workers  did  very  poorly  on  a  simple 
mathematics  test.  What  they  found  out,  startlingly,  was  not  that 
they  did  not  know  how  to  do  the  math,  but  they  could  not  read  the 
problems  to  understand  the  questions  that  were  being  asked.  They 
started  off  with  a  $7  miUion  program  of  educating  workers  to  fill 
the  deficiencies  which  resulted  from  incomplete  education.  That 
small  program  was  so  successful  that  they  increased  it  to  $120  mil- 
hon.  That  is  an  annual  investment  of  just  retraining  or  providing 
a  basic  education.  They  have  found  that  that  investment,  for  every 
dollar  spent  returned  $33  in  increased  productivity. 

[The  article  follows:] 

From  Harvard  Businesa  Review — July-August  1990 

THE  WORK  FORCE  THAT  COULDNT  READ 

Let  me  dwell  for  a  moment  on  the  full  drama  of  those  results.  The  Arlington 
Heights  work  force  was  going  to  lead  the  company  into  global  competition  in  a  new 
technology,  and  60  percent  seemed  to  have  trouble  with  simple  arithmetic.  We  need- 
ed a  work  force  capable  of  operating  and  maintaining  sophisticated  new  equipment 
and  facilities  to  a  zero-defect  standard,  and  most  of  them  could  not  calculate  deci- 
mals, fractions,  and  percents. 

It  took  us  several  months  and  a  number  of  math  classes  to  discover  that  the  real 
cause  of  much  of  this  poor  math  performance  was  an  inability  to  read  or,  in  the  case 
of  many  immigrants,  to  comprehend  English  as  a  second  language.  Those  who'd 
missed  the  simple  percentage  question  had  been  unable  to  read  the  words. 

Senator  Jeffords.  This  I  think  is  incredibly  important,  for  it  in- 
dicates what  could  happen  to  our  society  as  far  as  getting  ourselves 
out  of  the  Federal  budget  problems  by  increasing  our  revenues. 
Perhaps  we  could  not  worry  about  balanced  budgets  in  the  next 
century  if  we  provide  the  education  which  is  apparently  needed 
today. 

As  I  mentioned,  these  companies  are  on  the  cutting  edge,  and 
they  are  the  ones  that  are  telUng  us  that  we  must  do  something. 

I  would  point  to  the  right  of  the  witness  table  here.  As  you  see, 
these  are  studies  which  have  come  out  over  the  past  years  which 
have  all  told  us  that  we  have  a  huge  problem  and  we  have  got  to 
do  something  about  it.  They  have  all  been  neatly  filed  away  on  the 
shelves,  and  we  get  more  studies  every  year  that  tell  us  the  same 
thing.  It  is  high  time  that  we  recognize  them,  looked  at  them,  and 
said  maybe  we  had  better  do  something. 

Senator  DODD.  I  £im  not  going  to  make  a  unanimous  consent  re- 
quest that  they  be  included  as  part  of  the  record. 

Senator  Jeffords.  No. 

Senator  DoDD.  That  might  be  the  money  that  we  could  use  to 
fund  all  the  elementary  and  secondary  school  needs  just  to  put  it 
in  the  Congressional  Record. 

Senator  Jeffords.  You  are  absolutely  right. 
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I  will  not  go  into  the  poverty  issue.  We  have  already  discussed 
that.  Incredibly  important  to  deal  with  our  social  problems  of  crime 
and  poverty  is  to  have  a  better  education,  and  we  recognize  that. 

Another  point  I  would  like  to  make  along  those  lines  is  that 
there  are  those  that  say,  well,  the  studies  show  that  the  problem 
is  that  when  you  do  not  have  parents,  you  do  not  have  good  kids 
as  far  as  their  educationsd  capacity  goes,  they  do  not  learn,  and, 
therefore,  they  kind  of  drop  it  there  like  we  do  not  have  to  do  any- 
thing. But  what  we  have  to  do  is  to  find  programs  of  early  inter- 
vention and  all  the  other  programs  that  would  be  available,  that 
we  can  make  available  to  provide  the  substitution  for  the  lack  of 
parental  control  and  parental  ability  to  help  in  that  area. 

Now,  I  would  like  to  now  probably  take  a  look  at  the  funding 
which  I  have  up  here  and  make  the  rest  of  my  statement  a  part 
of  the  record. 

[The  remainder  of  Senator  Jeffords'  prepared  statement  follows:] 

We  must  remember  that  our  schools  are  being  challenged  from  every  direction. 
On  the  one  hand,  we  are  asking  them  to  take  a  significant  step  forward  in  preparing 
students  for  the  workplace  of  the  21st  Century.  On  the  other  hand,  we  are  sending 
them  children  whose  educational  success  is  threatened  by  an  increasing  number  of 
risk  factors. 

Poverty  is  the  biggest  risk  factor  to  a  child's  educational  success.  In  the  last  2 
decades,  the  percentage  of  children  living  in  poverty  has  increased  by  48  percent. 
The  Department  of  Commerce  announced  yesterday  that  this  figure  has  gone  up  for 
the  third  consecutive  year.  It  now  stands  at  22  percent.  Saddest  of  all,  is  the  fact 
that  poverty  rates  are  highest  among  the  youngest  children.  Of  children  under  the 
age  of  6,  almost  25  percent  live  in  poverty. 

There  are  other  risk  factors  as  well:  language,  family  status,  drugs,  and  many 
others.  Most  of  them  are  increasing,  as  well.  I  might  interject  here  to  say  that  many 
people  claim  these  are  not  education  problems.  I  will  not  argue  the  semantics. 
Whatever  they  are  called,  they  still  affect  a  child's  ability  to  learn.  When  a  child 
fails  at  school,  all  of  us  pay  the  price  in  the  long  run — ^whether  it  is  lost  productiv- 
ity, foregone  tax  revenue,  welfare  costs,  unemplojrment  costs,  or  crime. 

Our  country  cannot  wait  until  we  solve  the  problems  of  the  American  family,  or 
the  problem  of  poverty  before  turning  our  attention  to  education.  Indeed,  I  would 
urge  the  most  effective  solution  to  these  problems  may  lie  with  our  schools.  I  believe 
the  creation  of  a  fully  literate  society  is  the  foundation  on  which  we  can  make  real 
progress  toward  breaking  the  cycle  of  poverty  that  grips  too  many  American  fami- 
lies. No  training  component  of  any  welfare  reform  effort  can  succeed  without  a 
strong  educational  foundation.  We  must  improve  education,  and  we  must  do  it  as 
soon  as  possible. 

The  bottom  line  is  that  our  schools  must  produce  graduates  that  are  better  edu- 
cated than  in  the  past.  They  must  do  it  by  starting  with  students  that  are  less  pre- 
pared to  learn  than  in  the  past.  Over  the  last  decade,  we  have  asked  them  to  do 
this  with  only  meager  increases  in  funding.  If  we  expect  them  to  make  the  kind  of 
progress  that  is  really  necessary,  we  must  be  willing  to  provide  them  the  necessary 
resources. 

Mr.  Chairman,  as  you  know,  we  offered  an  amendment  last  September  to  express 
the  Sense  of  the  Congress  that  education  funding  be  increased  by  1  percent,  that 
is  $15  billion  per  year,  until  it  reached  10  percent  of  the  budget.  It  passed  unani- 
mously. 

Now  is  the  time  to  start  putting  this  proposal  into  action.  We  can  no  longer  sit 
on  the  sidelines  and  hope  that  someone  else  figures  out  a  way  to  prepare  our  chil- 
dren for  the  2l8t  Century  using  methods  and  funding  levels  from  the  1970s.  We 
have  to  be  willing  to  meet  today's  promises  and  tomorrow's  challenges.  To  do  that, 
we  have  to  be  willing  to  provide  the  resources. 

As  the  chart  indicates,  we  have  many  excellent  programs  that  are  producing  good 
results,  but  simply  are  not  being  funded  adequately  to  address  the  national  needs. 
There  are  also  several  new  initiatives  that  are  widely  recognized  as  beneficial  to  our 
students  that  should  be  implemented  as  soon  as  possible,  such  as  extending  the 
school  year. 
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Meeting  Today^s  Promises 
Meeting  Tomorrow's  Challenges 

Fully  Fund  Authorized  Federal  Programs 

($  in  billions) 

Elementary/Secondary  Funding 

Head  Start  8.3 

Chapter  1  1 2.0 

Chapter  2  1*1 

Impact  Aid  1  •4 

Bilingual/lmm.  Ed.  2.2 

Special  Ed.  1 1 .4 

Vocational  Ed.  0.4 

Eisenhower  Math/Sci.  0.3 

Total  K -12  Funding  37.1 

Higher  Education  Funding 

Adult  Ed.  0.8 

Pell  Grants  5.4 

Supl.  Ed./Op.  Grants  0.4 

College  Work  Study  0.5 

Total  Higher  Education  7.1 

Allocations  for  Additional  Education  Funding 

Extend  School  Year  _«.  ^ 

(40  Days)  72.0 

Before/After  School  Care  \^  q 

Facilities  Support  ^*. 

Classroom  Technology  y\ 

Total  of  New  Initiatives  oT? 

Additional  Education  Needs 

Adult  Illiteracy  ? 

As  we  have  in  the  past,  this  Nation  has  responded  to  pressing  national  needs  with 
aggressive  and  innovative  programs  to  provide  opportunities  to  our  citizens  who 
needed  them.  The  G.I.  Bill  after  World  War  II  is  a  good  example  of  America  meeting 
a  unique  challenge.  In  1947,  the  peak  year  of  spending  for  this  program,  the  Federsd 
Government  spent  $3.6  billion  sending  veterans  to  college.  In  today's  dollars,  this 
would  equate  to  $31  billion.  Once  again  it  is  time  to  take  this  action  to  address  the 
educational  needs  of  our  population.  This  time,  it  is  for  all  American  children.  We 
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must  guarantee  the  educational  opportunities  that  fulfill  the  promise  for  a  better 
future. 

Only  by  taking  drastic  action  to  improve  our  education  system  can  we  expect  to 
provide  our  children  with  the  bright  future  that  all  of  us  have  taken  for  granted 
during  our  lifetimes.  We  have  been  warned,  but  we  have  not  taken  bold  action.  The 
time  to  act  is  now. 

Senator  Jeffords.  Let  me  say  that  there  are  those  who  will  tell 
you  that  throwing  money  at  education  is  not  the  answer.  I  agree 
with  that.  But  what  I  have  on  the  chart  here  is  to  indicate  what 
programs  and  why  we  talk  in  terms  of  $15  billion  a  year  for  8  or 
10  years. 

Those  are  a  list  of,  first  of  all,  the  programs  that  we  have  stated 
should  be  funded  at  an  appropriate  level.  This  is  the  amount  of 
money  that  it  would  take  to  fully  fund  these  programs  in  order  to 
live  up  to  what  we  said  was  appropriate  for  our  schools  to  have  to 
help  them  reach  these  kinds  of  problems. 

Right  now  let's  take  a  look  at,  for  instance.  Head  Start.  This  is 
anecdotal.  I  had  a  group,  I  think  they  were  from  the  Business 
Roundtable.  John  Akers  I  remember  was  the  head.  They  came  to 
me  about  the  first  week  I  was  in  the  Senate.  They  said. 
We  want  to  tell  you  what  this  country  needs  to  do. 

And  I  thought  they  were  going  to  say  you  have  got  to  reduce  the 
capital  gains  tax  or  you  have  to  do  this  or  you  have  to  do  that.  The 
first  thing  they  said  was. 
You  have  got  to  fully  fund  Head  Start. 

That  was  their  only  request. 

Well,  to  fully  fund  Head  Start  is  an  additional  $8.3  billion.  That 
is  almost  a  majority  of  the  share  of  1  year  of  what  we  are  talking 
about. 

Would  anybody  here  or  any  of  these  witnesses  that  will  follow  me 
say  that  is  misspent  money  now,  and  that  what  we  should  do  is 
cut  out  Head  Start?  Because  if  you  do  not  say  you  should  expand 
it,  you  only  rationally  can  say  you  should  cut  out  what  we  are 
spending.  And  no  one  would  suggest  that. 

Chapter  One,  we  will  be  taking  that  up.  To  fully  fund  Chapter 
One  would  be  a  $12  billion  increase.  And  if  you  add  Chapter  Two 
to  that,  you  are  in  another  full  year  of  what  we  are  talking  about. 
And  you  can  go  on  down  the  chart.  Special  education  is  a  particu- 
larly interesting  one.  To  fully  fund  special  education  at  the  level 
the  Federal  Government  said  it  would  in  1975  would  require  $11.4 
billion.  That  amount  of  money  provided  to  the  school  districts  of 
this  country  with  a  maintenance-of-efiFort  standard  would  do  a  tre- 
mendous amount  to  help  the  average  student,  as  well  as  the  gifted 
and  talented. 

Then  we  get  into  higher  education.  Just  to  fully  fiind  those 
things  that  we  have  promised,  would  cost  about  $7  bilhon  a  year. 

But  then  we  get  down  to  the  critical  issues  on  the  list,  the  ones 
where  if  you  are  going  to  be  planning  for  the  future,  as  we  are  or- 
dering them  to  do  under  the  Goals  2000,  then  you  have  to  take  a 
look  at  what  is  being  proposed.  We  have  already  discussed  the 
extention  of  the  school  year.  That  was  recommended  by  the  Risk 
panel  in  1983.  But  let's  take  a  look  at  what  we  would  be  asking 
our  schools  to  do  and  how  much  it  would  cost  each  year  to  go  40 
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days — 40  days,  not  60 — would  cost  $72  billion  in  additional  funds 
in  order  to  extend  their  school  years  across  the  Nation. 

That,  as  you  can  see,  is  $72  billion,  a  lot  of  money.  Of  course, 
you  would  want  and  expect  that  the  States  and  local  governments 
would  participate  in  that. 

Before  and  after  school  care,  is  a  critical  problem  in  our  country. 
Other  nations  around  the  world,  even  the  Soviet  Union,  are  far 
ahead  of  us  in  handling  that  issue,  of  making  sure  the  young  peo- 
ple have  some  constructive  things  to  do  after  school.  That  would 
cost  $12  billion  just  to  extend  school  activities  to  a  full  day. 

Another  one,  we  talked  about  was  the  state  of  school  facilities. 
We  have  about  $40  billion  of  primary  and  secondary  schools  which 
need  to  be  replaced.  They  are  falling  down.  In  addition,  we  have 
about  $60  billion  in  higher  ed  buildings  that  need  to  be  replaced. 
We  do  have  a  program  for  higher  ed  building  for  labs.  It  gets  $20 
million  a  year.  So  if  you  have  to  fix  up  some  $60  billion  of  facilities 
with  $20  million  per  year  it  is  going  to  take  you  a  long  time  to  get 
there. 

Another  huge  need  which  we  have  not  even  put  on  the  chart  here 
is  the  problem  of  the  75  million  functionally  illiterate  Americans. 
Under  Goal  5  which  we  have  out  there  for  the  school  districts  to 
follow,  it  says  by  the  year  2000,  all  Americans  are  to  be  hterate. 
We  spend  about  $800  million  on  adult  literacy  now,  but  who  knows 
what  it  would  take  to  accomplish  the  goal  of  full  literacy.  We 
should  either  try  to  address  the  problem  or  we  should  scrap  the 
goal. 

But,  anyway,  my  point  here  for  this  chart  is  to  emphasize  that 
these  are  things  that  demonstrate  the  size  of  the  need,  they  are  not 
funded  to  levels  we  say  they  should  be. 

Now  I  would  like  to  end  my  statement  by  just  pointing  out  that 
we  must,  must  provide  the  resources  or  maJce  sure  that  the  people 
in  the  States  know  the  resources  will  be  available  as  they  construct 
their  plans.  There  is  no  sense  in  spending  $700  million  on  planning 
if  you  do  not  know  what  resources  you  are  going  to  have  available. 

I  appreciate  very  much  this  hearing  today.  I  would  say,  though, 
that  this  is  only  the  start,  and  it  will  be  up  to  the  Education  Com- 
mittee, of  course,  to  define  and  to  articulate  where,  if  this  money 
is  available,  it  should  be  best  spent.  And  I  would  expect  and  hope, 
as  the  ranking  member  on  the  Education  Subcommittee,  that  we 
can  continue  this  process  so  that  we  can  better  understand  the  real 
needs  and  how  to  address  them. 

Thank  you  very  much,  Mr.  Chairman. 

Senator  DODD.  Thank  you  very  much.  Senator  Jeffords,  and, 
again,  excellent  testimony.  I  think  your  chart  here,  while  some  may 
argue  about  some  of  the  numbers,  clearly  shows  that  we  are  falling 
far  short  of  the  programs  we  are  presently  committed  to. 

I  would  point  out  today  out  of  the  total  $240  billion  spent  on  ele- 
mentary and  secondary  education  about  $79  billion  comes  from 
local  property  taxes.  Much  of  that  is  going  just  to  meet  special  edu- 
cational needs,  and  the  pressures  on  our  communities  are  stagger- 
ing. Of  course,  disproportionately  so.  If  you  go  into  poor  neighbor- 
hoods, Hartford  and  Bridgeport,  CT,  for  instance,  the  normal  for- 
mula used  to  be  about  70  percent  of  your  property  tax  would  come 
fi'om  your  commercial  interest  £ind  about  30  percent  fi*om  your  resi- 
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dential  homeowners,  roughly.  In  Hartford  and  Bridgeport,  those 
numbers  are  absolutely  reversed  today;  70  percent  are  coming  from 
residential  homeowners,  30  percent  from  commercial  enterprises. 

Of  course,  people  who  are  tr3dng  to  sell,  trying  to  move  out  of 
these  communities,  cannot  find  anyone  to  buy  their  homes.  You 
create  such  an  adverse  economic  cUmate  in  these  communities  that 
no  one  wants  to  locate  there.  It  is  sort  of  a  self-fulfilling  prophecy 
as  you  try  to  generate  more  resources.  So  it  is  a  fool's  game  we  are 
pla5ring  in  the  areas  that  need  the  resource  allocation  in  many 
ways. 

I  would  just  point  out  for  people  to  consider  adopting  a  5  percent 
value-added  tax  to  reduce  our  reliance  on  property  taxes.  In  Eu- 
rope, many  countries  have  a  20  percent  value-added  tax.  A  5  per- 
cent value-added  tax  would  produce  something  like  $125  billion  by 
the  year  1998.  That  is  in  excess  of  what  you  put  here  as  your  total 
amount  necessary  to  meet  our  commitments  to  fully  fund  Head 
Start. 

I  just  raise  this  because  as  we  look  at  our  budget — and  we  try 
to  get  a  Uttle  bit  fi'om  here  and  a  little  bit  fi'om  there  and  a  little 
bit  from  there,  you  inevitably  run  into  constituencies  and  other  in- 
terests, and  you  are  basically  fooling  around  on  the  fiinges. 

It  seems  to  me  at  some  point  if  we  are  really  going  to  try  and 
provide  some  property  tax  relief,  which  I  think  is  greatly  needed, 
we  are  going  to  have  to  look  at  some  very  important  alternatives. 

But  you  make  the  point  very  graphically  and  clearly,  and  I  think 
underline  the  argument  we  have  been  trying  to  make  to  our  col- 
leagues about  the  importance  of  this.  So  I  thank  you  immensely  for 
that. 

Senator  Simon? 

Senator  SiMON.  I  just  join  you  in  thanking  you,  and  I  had  not 
heard  the  statistics.  When  A  Nation  At  Risk,  7.7  percent,  and  today 
we  are  5.6  percent,  I  think  while  that  report  had  a  lot  of  attention 
and  I  applaud  Ted  Bell  and  the  others  who  were  involved  in  creat- 
ing that  report,  I  think  it  is  fair  to  say  from  your  testimony  and 
fi'om  all  the  evidence  we  see,  the  Nation  is  no  less  at  risk  today 
than  it  was  12  years  ago  when  that  report  was  issued. 

We  simply  have  to  do  better.  If  we  continue — I  was  just  doing 
some  projecting.  If  we  continue  on  present  projections,  we  will  in 
the  next  5  years  spend  about  $150  biUion  of  Federal  money  on  edu- 
cation. We  will  spend  $1.7  trillion  on  interest.  So  we  will  be  spend- 
ing 8  percent,  or  about  12  times  as  much  on  interest  as  we  will  on 
education.  You  know,  somehow  we  have  got  to  switch  things 
around  in  this  country. 

It  may  very  well  be  that  what  Senator  Dodd  has  just  suggested 
is  part  of  the  way  that  we  have  to  go.  Alice  Rivlin  in  one  of  her 
books  said  that  when  people  see  specific  areas  where  tax  money 
goes,  they  are  willing  to  pay  for  it.  I  had  an  experience  when  I  ran 
for  re-election.  I  had  introduced  a  bill  for  long-term  care  and  half 
a  percent  socisd  security  to  pay  for  it,  and  my  opponent  had  a  press 
conference  denouncing  me  for  that.  And  she  aid  not  breathe  that 
again  the  rest  of  the  campaign  because  clearly  the  public  was  on 
my  side.  And  I  think  if  the  public  really  felt  this  was  going  for 
some  concrete  things — ^you  know,  if  we  were  to  increase  the  Pell 
grants  say  another  $3  billion  or  spend  another  $4  billion  on  Head 
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Start  and  then  have  some  matching  funds  for  State  and  local  gov- 
ernments for  extending  the  school  year,  I  think  the  public  would 
buy  that. 

Senator  Dodd.  If  you  could  offer  some  relief  on  the  property  tax 
in  exchange. 

Senator  Simon.  And  have  some  reUef  on  the  property  tax.  In  Illi- 
nois that  would  be  a  very  popular  thing,  I  have  to  tell  you. 

Well,  I  commend  our  colleague  for  his  leadership  on  this.  I  think 
it  is  very  important,  and  I  think  it  is  significant  that  we  passed 
your  resolution  unanimously  in  the  United  States  Senate.  Now  the 
question  is  whether  we  are  going  to  follow  through. 

Senator  Jeffords.  Thank  you.  Let  me  make  a  very  brief  state- 
ment at  the  end  here.  I  agree  with  you,  and  my  staff  shudders 
when  I  mention  1  percent  off  everybody.  They  say,  oh,  my  good- 
ness, the  interest  groups  for  elderly  Americans  will  be  all  over  you. 
But  I  talked  to  my  senior  citizens,  and  they  say:  We  wouldn't  mind 
having  half  a  COLA  or  whatever  else,  if  we  know  that  it  is  being 
spent  for  something  we  really  need.  And  when  you  discuss  with 
them  the  concerns  they  should  have  about  whether  there  will  be 
money  available  in  this  next  century  to  take  care  of  their  income 
security,  or  if  we  do  not  meet  the  competitive  world  that  we  are 
involved  with  so  that  we  can  increase  our  revenues  through  jobs 
and  being  able  to  compete,  they  do  not  argue  with  my  proposal.  I 
would  prefer  to  do  it  another  way  perhaps.  I  think,  if  your  ship  is 
sinking,  the  first  thing  you  are  going  to  do  is  plug  the  hole  and  try 
to  keep  it  afloat.  In  my  mind,  we  are  sinking. 

I  just  would  also  remind  you — and  I  would  commend  the  Senator 
from  Illinois  for  bringing  this  to  my  attention — that  when  we  had 
a  similar  educational  crisis  back  in  1947,  the  end  of  World  War  II, 
where  we  had  a  huge  number  of  young  people  who  had  fought  for 
this  country  and  who  had  not  gotten  any  post-secondary  education, 
we  turned  to  them  and  said:  We  need  you.  We  need  you  and  we 
need  you  to  be  educated.  For  those  people  we  instituted  the  G.I. 
Bill.  In  addition  to  that,  we  started  the  Marshall  Fund,  very  as- 
tutely as  it  turned  out,  to  help  rebuild  the  democracies  of  Europe 
and  Japan,  to  help  wage  the  cold  war  and  all  that,  but  also  to 
make  sure  that  there  were  markets  there  for  us.  And  it  worked  out 
beautifully. 

We  spent  the  first  year  with  the  GI  bill  the  eqmvalent  of  $30  bil- 
lion in  1994  dollars,  and  we  did  that  for  several  years  to  take  care 
of  that  education  gap.  And  we  spent  many  bUhons  on  the  Marshall 
Fund.  As  a  result  of  that,  we  had  a  glorious  period  of  expanding 
the  jobs  in  this  country  and  taking  advantage  of  that  international 
trade. 

Now  we  are  facing  a  very  different  situation,  though.  We  are 
faced  with  competitors  which  we  funded  and  we  brought  to  the 
point  where  they  are  better  than  we  are  in  many  areas,  and  we  are 
competing  with  them.  The  question  is  whether  we  now  can  provide 
that  educated  workforce  of  the  future  to  be  able  to  take  care  of 
those  wide-open  m£U"kets  out  there  in  China  £md  elsewhere  which 
are  developing  at  faster  rates  than  ours  in  order  to  be  able  to  have 
a  prosperous  Nation  for  the  future. 

Thank  you  very  much. 
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Senator  Dodd.  Thank  you  very  much,  Senator  Jeffords.  Why 
don't  you  join  us  up  here?  Leave  those  reports  there  on  that  table. 

Senator  Jeffords.  We  have  a  list  of  them  for  you  to  put  in 
the 

Senator  Dodd.  We  will  include  the  list  in  the  record. 

[The  list  follows:] 

List  of  Studies  on  Education  Improvement 


1993 

Adult  Literacy  in  America — National  Center  for  Education 
Statistics — Approximately  90  million  adults  are,  to  varying 
degrees,  functionally  illiterate. 

Can  Students  Do  Mathematical  Problem  Solving? — National  Center 
f6r  Education  Statistics — When  tested,  the  sample  group  (250,000 
4th,  8th,  and  12th  graders)  managed  to  get  only  42,  53,  and  40% 
of  the  questions  right  for  grades  4,  8  and  12  respectively.   On 
extended  response  questions,  merely  1  to  16  percent  of  the 
students  provided  responses . 

School  Engagement  and  Students  at  Risk — Jeremy  Finn — Found  that 
facilities  that  did  not  have  the  resources  to  encourage  both 
student  and  parental  involvement  in  school  saw  a  major  decline  in 
student  achievement. 

Adult  Literacy  and  New  Technologies — Reports  that  the  rapid 
development  of  new  technologies  has  changed  the  definition  of 
literacy.   Presently,  many  schools  lack  the  facilities  to 
incorporate  these  new  technologies  into  the  curriculum. 

Opening  Unlocked  Doors:  Ensuring  Quality  Education  for  Children 
in  Low-Income  Housing  and  Communities — Quality  Education  for 
Minorities  Network 


Reducing  School  Violence — South  East  Regional  Vision  for 
Education 


Why  Child  Care  Matters — Committee  on  Economic  Development — With 
half  the  women  with  children  under  six  in  the  workforce,  more 
resources  are  needed  for  effective  child  care  which  in  turn  will 
support  educational  growth. 

Education  Before  School;  Investing  in  Quality  Child  Care — Ellen 
Galinsky  and  Dana  Friedman,  Co-Presidents  of  the  Families  and 
Work  Institute. 


"Tri  -rr\o   r^ 
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Newcomers  in  American  Schools:  Meeting  the  Educational  Needs  of 
Immigrant  Youth — 

Reinventing  Chapter  1 — U.S.  Department  of  Education--Presently 
5.5  million  children  are  served  by  chapter  1  funds.   However, 
8.37  million  children  (18.5%  of  all  5-17-year-olds)  live  in 
families  whose  income  is  below  the  poverty  line. 


1992 


Reiinventing  the  Wheel:  A  Design  for  Student  Achievement  in  the 
21st  Century — National  Conference  of  State  Legislators 

Reading  Report  Card  for  the  Nation  and  States — Of  those  tested, 
41,  31  and  25  percent  of  4th,  8th,  and  12th  graders, 
respectively,  could  not  read  at  the  Basic  level. 


1991 


Teaching  Advanced  Skills  to  Educationally  Disadvantaged  Students- 
-The  focus  on  "basic"  skills  before  allowing  the  student  to  go  on 
to  "advanced"  skills  (comprehension  and  reasoning)  has  deprived 
many  students  of  the  everyday  skills  they  need. 

The  Unfinished  Agenda:  A  New  Vision  for  Child  Development  and 
Education — Committee  for  Economic  Development 

Business  Impact  on  Education  and  Child  Development  Reform — 
Michael  Timpane  and  Laurie  Miller  MacNeill 

An  Assessment  of  American  Education:  The  View  of  Employers, 
Higher  Educators,  the  Public,  Recent  Students,  and  their  Parents- 
-Harris  Education  Research  Center — There  exists  a  gap  between  the 
skills  students  have  and  workplace  technologies  due  to  the  lack 
of  resources  available  for  teaching  these  technologies . 
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1990 


Fulfilling  the  Promise:  Biology  in  Education  in  the  Nations 
Schools — National  Research  Council — Finds  that  the  present  state 
of  or  lack  of  facilities  has  greatly  contributed  to  the  failure 
of  science  in  our  schools. 


1988 


New  Voices:  Immigrant  Students  in  U.S.  Public  Schools — National 
Coalition  of  advocates  for  Students 


1987 


Trends  in  Educational  Achievement — There  has  been  a  steady 
decline  in  American  students  standardized  test  scores 


Children  in  Need:  Investment  Strategies  for  the  Educationally 
Disadvantaged — Committee  on  Economic  Development 

Dropouts  in  America:  Enough  is  Known  For  Action — Andrew  Hahn, 
Institute  for  Educational  Leadership 

Public  and  Private  High  Schools:  The  Impact  of  Communities — James 
S.  Coleman  and  Thomas  Hoffer 


Bringing  Down  the  Barriers — National  Governors  Assoc 


James  Madison  High  School:  A  Curriculum  for  American  Students- 
William  J.  Bennett 


1986 


The  Last  Little  Citadel — Robert  Hampel 
Tomorrow's  Teachers — Holmes  Group 
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A  Nation  Prepared:  Teachers  for  the  21st  Century — Carnegie  Task 
Force  on  Teaching  as  a  Profession 

First  Lessons--U.S .  Department  on  Education 

Time  for  Results — National  Governors  Association 

School  Boards:  Strengthening  Grass  Roots  Leadership — Institute 
for  Educational  Leadership 


1985 


Investing  In  Our  Children:  Business  and  the  Public  Schools — 
Committee  for  Economic  Development 

Barriers  to  Excellence:  Our  Children  at  Risk — National  Coalition 
of  Advocates  for  Students 

The  Shopping  Mall  High  School — Arthur  C.  Powell 

A  Call  for  Change  in  Teacher  Education — National  Commission  for 
Excellence  in  Teacher  Education 

Becoming  a  Nation  of  Readers — National  Academy  of  Education 

The  Governors  Report  on  U.S.  Education:  1991 — National  Governor's 
Assoc. 

Reconnecting  Youth:  The  Next  Stage  of  Reform — Business  Advisory 
Commission  of  education  Commission  of  the  States 


1984 

A  Place  Called  School:  Prospects  for  the  Future — John  I.  Goodland 

Horace's  Compromise:  The  Dilemma  of  an  American  High  School — 
Theodore  R.  Sizer 

High  Schools  and  the  Changing  Workplace:  The  Employer's  View — 
National  Academy  of  Sciences 

Beyond  the  Commission  reports:  The  Coming  Crisis  in  Teaching — 
RAND  Corporation 

Changed  Lives:  the  Effect  of  the  Perry  Preschool  System  on  Youths 
through  Age  19 — High/Scope  Educational  research  Foundation 
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The  Unfinished  Agenda:  The  Role  of  Vocational  Education  in  the 
High  School — National  Commission  on  Secondary  Vocational 
Education 

Make  Something  Happen:  Hispanics  and  Urban  School  Reform — 
National  Commission  on  Secondary  Schooling  for  Hispanics 


1983 

A  Nation  at  Risk — National  Commission  on  Excellence  in  Education 

Report  on  the  Task  Force  on  Federal  elementary  and  Secondary 
Education  Policy — Twentieth  Century  Fund 

Academic  Preparation  for  College:  What  Students  Need  to  Know  and 
Be  Able  To  Do — The  College  Board 

America's  Competitive  Challenge: The  Need  for  a  National  Response- 
-Business-Higher  Education  Forum 

Action  for  Excellence:  A  Comprehensive  Plan  to  Improve  Our 
Nation's  Schools — Task  Force  on  Education  for  Economic  Growth  of 
the  Education  Commission  of  the  States 

Educating  America  for  the  21st  Century — National  Science  Board's 
Commission  on  Precollege  Education  in  Mathematics,  Science,  and 
Technology 

High  School:  A  Report  on  Secondary  Education  in  America — Carnegie 
Foundation  for  the  Advancement  of  Teaching 

Senator  DODD.  Our  next  pemel  here,  I  will  introduce  them  and 
ask  them  to  join  us  at  the  witness  table.  Jacqueline  Hess  is  the  di- 
rector of  the  National  Demonstration  Laboratory  for  Interactive  In- 
formation Technologies,  which  works  to  encourage  use  of  informa- 
tion technologies.  I  look  forward  to  your  testimony. 

H.  Edward  LiUey,  the  president-elect  of  the  Council  of  Edu- 
cational Facility  Planners  International.  CEFPI  is  a  association 
that  represents  professioneds  involved  in  the  planning,  design,  and 
construction  of  educational  'facihties.  Dr.  Lilley  is  also  a  professor 
of  educational  administration  at  West  Virginia  University,  and  the 
committee  welcomes  you  as  well  to  the  hearing. 

Michael  Casserly,  I  hope  that  is  the  correct  pronunciation. 

Mr.  Casserly.  Yes. 

Senator  Dodd.  He  is  the  executive  director  of  the  Council  of 
Great  City  Schools.  His  organization  represents  large  urban  public 
school  districts.  He  has  worked  to  represent  the  interests  of  these 
districts  in  Washington  since  1977  and  brings  a  wealth  of  knowl- 
edge and  experience  to  these  issues. 

We  welcome  all  three — what  happened  to  our  third  witness?  Is 
he  not  with  us  yet?  Is  he  around? 

Well,  we  will  start,  an)rway.  Ms.  Hess,  thank  you  for  coming  and 
being  with  us  today,  and  you,  Mr.  Casserly.  We  will  take  your  tes- 
timony and  any  supporting  data  and  information  you  have.  Try  and 
keep  your  remarks,  if  you  will  to  about  6  minutes  so  we  can  get 
to  questions  and  so  forth  and  move  along.  But  we  thank  you  very 
much  for  being  here. 
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STATEMENT  OF  JACQUELINE  HESS,  DIRECTOR,  NATIONAL 
DEMONSTRATION  LABORATORY  FOR  INTERACTIVE  INFOR- 
MATION TECHNOLOGIES 

Ms.  Hess.  Thank  you  for  inviting  me  to  speak  to  you  about  the 
role  of  technology  in  education.  Having  read  much  of  Senator  Jef- 
fords' 2V2-foot  pile  of  materials  and  even  just  listening  to  the  first 
two  witnesses  this  morning,  I  think  it  is  clear  that  we  know  a  lot 
about  what  has  to  happen  and  what  in  some  cases  is  already  hap- 
pening to  fundamentally  redesign  the  education  experience.  So  I 
will  just  run  through  some  of  those  things  quickly. 

We  know  that  the  age  of  teachers  being  able  to  store  all  informa- 
tion in  their  heads  and  doing  a  brain-to-brain  transplant  with  stu- 
dents is  over.  The  old  pattern  of  the  teacher  up  front  as  lecturer 
and  the  students  sitting  there  as  non-participating  listeners,  that 
is  being  replaced  by  the  educator  who  teaches  students  how  to 
think  critically,  how  to  identify  pertinent  information,  how  to  ask 
the  right  question  instead  of  giving  them  all  the  answers,  and  how 
to  evaluate  the  information  that  is  coming  to  them. 

We  know  that  contextual  learning  has  it  all  over  the  rote,  formu- 
listic  kind  of  learning.  Students,  as  has  been  pointed  out,  have  a 
long  history  of  failing  at  applying  memorized  facts  to  a  real-world 
situation.  However,  when  they  learn  in  a  real-world  application,  as 
some  of  the  new  technologies  allow  them  to  do,  the  information  is 
more  meaningful.  They  retain  it,  and  then,  of  course,  they  can 
apply  it  in  the  future. 

The  new  technologies  are  also  bringing  students  unprecedented 
access  to  primary  source  materials.  Those  materials  free  them  from 
the  one-voice,  lowest  common  denominator  approach  of  the  text- 
book. They  allow  history  to  speak  with  authenticity,  with  a  mul- 
tiplicity of  voices  that  we  know,  in  fact,  make  up  part  of  any  sig- 
nificant events.  They  also  promise  to  put  real  meaning  behind  our 
rhetorical  support  for  multiculturalism. 

Fingdly,  we  know  that  the  isolationist  approach  to  education  is 
really  not  the  best  model  for  learning.  Learning  as  a  team,  not  sur- 
prisingly, turns  out  to  be  excellent  preparation  for  working  as  a 
team  in  later  life. 

So  if  we  know  all  of  these  things,  and  more,  about  what  works, 
why  is  it  that  we  are  not  applying  all  of  this  across  the  board  in 
all  the  schools  around  the  country? 

I  think  first  and  foremost  the  problem  is  that  we  have  been 
trapped  in  the  past  decade  in  a  period  of  endless  demonstrations. 
Everyone  wants  to  fund  a  prototype,  a  glitzy  demo,  the  model  pro- 
gram in  the  model  school.  Both  public  and  private  money  continues 
to  pour  into  those  kinds  of  programs. 

My  message  today  is  that  it's  time  to  stop  fiinding  demonstra- 
tions. It  is  time  to  start  funding  the  much  less  glamorous  work  of 
evaluating  what  does  work,  what  has  not  worked,  and  how  to  rep- 
licate the  success  stories.  If  I  had  an  education  reform  button,  it 
would  have  one  word  on  it:  replicability.  By  that  I  do  not  mean  a 
kind  of  cookie-cutter  reproduction  of  schools  around  the  country.  In 
fact,  one  of  the  elements  that  we  know  works  is  to  give  much  more 
site-based  management  to  educators,  to  administrators,  even  to 
students,  to  give  them  the  flexibility  to  respond  creatively  to  their 
own  situations. 
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The  keys  to  replicability  are:  Federal  leadership,  teacher  train- 
ing, and,  of  course,  the  installation  of  the  necessary  technology.  All 
of  those  things  cost  money.  Some  of  them  are  better  bangs  for  the 
buck. 

With  respect  to  Federal  leadership,  we  need  to  focus  on  two  im- 
portant and  interconnected  areas:  technological  equity  and  the 
digitization  and  transmission  of  Grovemment-held  materials  to  the 
education  community. 

Technological  equity,  of  course,  is  the  name  that  we  have  given 
to  the  issue  that  comes  from  recognizing  that  technology  costs 
money  and  that  some  schools  have  a  lot  more  money  than  other 
schools. 

All  of  the  major  studies  indicate  that  educational  technology  is 
cost-effective  in  the  long  run,  but  it  still  requires  an  up-front  cost, 
an  up-front  investment,  ideally  up  to  $1,000  per  student.  Clearly, 
those  schools  that  cannot  currently  aifford  a  single  textbook  per 
child,  a  one-to-one  ratio,  are  not  going  to  be  able  to  afford  the  com- 
puters, the  videodisc  and  CD-ROM  players,  the  on-hne  communica- 
tions. 

Just  as  we  have  done  with  Chapter  One  legislation,  with  Head 
Start  legislation,  and  with  a  variety  of  other  targeted  legislative 
initiatives,  we  have  to  invest  public  funds  and  encourage  the  in- 
vestment of  private  funds  in  at-risk  school  districts.  If  we  do  not, 
as  Senator  Jeffords  and  others  have  noted,  the  resulting  chasm  in 
hteracy  and  workforce  skills  problem,  is  going  to  make  our  current 
societal  problems  look  like  a  walk  in  the  park. 

While  I  recognize  that  we  are  hardly  in  a  rich  fiscal  environment, 
we,  nonetheless,  have  got  to  consider  the  Federal  responsibility  in 
making  available  to  the  public  and  particularly  to  the  education 
community  the  vast  resources  that  have  been  gathered  on  the  pub- 
he  dime,  that  have  been  warehoused  on  the  public  dime,  and  that 
now  need  to  be  made  available  digitally,  in  an  economically  fair 
and  educationally  sound  way. 

To  assume  that  the  private  sector  is  going  to  digitize  the  holdings 
of  the  Library  of  Congress  and  the  Smithsonian  and  the  National 
Archives  and  all  the  Government  agencies  is,  I  think,  to  be  overly 
optimistic.  There  simply  is  not  a  digitization  fairy  who  is  going  to 
come  in  and  zap  these  materials. 

The  private  sector's  job  is  to  produce  wealth.  It  is  not  to  educate. 
When  we  start  confusing  those  roles,  I  think  we  poorly  serve  edu- 
cation. 

It  looks  like  I  might  have  a  minute  to  move  on  to  teacher  train- 
ing, so  let  me  just  point  out  that  about  2  years  ago  the  Office  of 
Technology  Assessment  estimated  that  about  3  percent  of  teachers 
were  using  technology  in  the  classroom.  Right  now  we  probably 
could  double  that,  so  maybe  we  are  up  to  about  6  percent.  But 
what  about  the  next  10  percent,  the  next  25,  the  next  50  percent? 
Many  of  these  teachers  are  happy  to  embrace  their  new  roles.  Some 
of  them  are  not  so  happy,  but  they  all  need  to  be  trained.  They 
need  to  be  trained  in  how  to  do  this  multidisciplinary  kind  of  teach- 
ing, how  to  negotiate  the  multimedia  data  bases  that  we  are  mak- 
ing available  to  them,  how  to  create  the  real-life  applications  that, 
ias  I  was  saying  before,  turn  out  to  be  so  much  more  effective  a  way 
of  teaching. 
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The  good  news  is  that  the  training,  which  is  primarily  peer 
based,  does  not  have  to  be  expensive,  but  it  has  to  cover  all  of  the 
schools. 

The  final  of  these  three  points  is  the  installation  of  the  tech- 
nology. The  information  highway  is  going  to  take  years  to  build.  I 
would  encourage  you  and  your  colleagues  to  insist  in  all  the  ways 
avedlable  to  you  throughout  its  installation  that  schools  and  librar- 
ies be  incorporated  in  a  way  that  they  were  not  during  the  installa- 
tion of  the  telephone  infrastructure. 

Finally,  I  would  just  hope  that  you  and  other  public  policymakers 
will  move  to  capitalize  on  these  emerging  education  technologies. 
They  are  very  exciting.  They  are  very  powerful.  I  hope  that  you  will 
be  willing  to  commit  the  resources  necessary  to  ensure  that  they 
include  all  teachers  and  all  students. 

Thcink  you. 

Senator  SiMON.  [presiding].  Thank  you. 

[The  prepared  statement  of  Ms.  Hess  follows:] 
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Members  of  the  Committee,  thank  you  for  inviting  me  to  speak  to  you  today. 
My  role  this  morning  is  to  focus  on  the  evolving  role  of  technology  in  education. 

It's  so  easy  to  look  back  throughout  history  and  identify  the  points  at  which 
technology  "revolutions"  took  place.  With  the  virtue  of  hundreds  of  years  of  hindsight, 
we  remark  on  the  fact  that  in  every  case,  the  technology  remodeled  society,  rather  than 
society  directing  technology  in  a  self-aware  way.  Just  forty  years  ago,  the  introduction 
of  television  into  American  society  was  allowed  to  grow  in  a  weedlike  way,  irrespective 
of  its  enormous  power  to  impact  our  way  of  thinking,  purchasing,  voting  and  educating 
our  young. 

Now  we  find  ourselves  at  another  of  these  technology-driven  decision  points.  As 
trite  as  it  has  become  to  call  what's  happening  in  technology  a  "revolution,"  we  do  so 
out  of  a  need  to  distinguish  between  a  simple  change  in  degree  of  technology  and  a 
change  in  kind.  The  former  is  gradual  and  goes  virtually  unnoticed.  The  latter  has  the 
power  to  affect  change  in  almost  every  aspect  of  our  lives. 

ThaiJcs  in  large  part  to  the  futuristic  bent  of  the  White  House,  the  media  has  been 
awash  in  information  about  information  -  the  information  highway,  information 
technologies  and  the  existence  of  huge  information  databases. 

Because  of  the  "information-about-information"  glut,  we  perhaps  enter  this 
transition  period  in  a  more  self-aware  way  than  earlier  societies  did.  And  yet  I  would 
estimate  that  about  90%  of  the  population  is  still  extremely  "technophobic,"  and  that 
their  fears  are  both  broad  and  deep.   People  fear  what  they  don't  understand  and  they 
simply  don't  understand  fiber  optics,  digitization,  high-Sf>eed  multimedia  ti-ansmission, 
DVI,  CDI  and  the  rest  of  the  alphabet  soup  of  the  new  technology  market.  When  the 
fear  of  the  uniiutiated  meets  the  sometimes  mindless  enthusiasm  of  the  techno-guru, 
common  sense  is  often  put  on  hold.  So,  for  instance,  we  have  article  after  article 
extolling  the  virtues  of  connecting  every  school  child  in  the  covmtry  with  the  Library  of 
Congress.  Yet  who  in  this  country  knows  how  to  deal  with  primary-source  documents? 
Graduate  students;  that's  it.  Certainly  very  few  students  or  teachers  in  the  K-12 
environment.  And  even  before  we  deal  with  that  small  problem  there  is  the  more 
fundamental  question:  Is  it  even  a  good  idea  to  pump  thousands  of  primary  source 
materials  into  schools?  Librarians  at  local  libraries  would  tell  you  how  small  a 
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percentage  of  students  use  even  their  limited  resources.  What  makes  us  thiiUc  that 
students  would  be  motivated  to  use  the  resources  of  the  Library  of  Congress  if  they 
v^ere  made  available  digitcilly? 

The  answ^er,  I  think,  lies  in  what  most  people  have  begun  to  accept,  and  that  is, 
the  need  to  fimdamentally  redesign  the  education  experience.  You  cire  all,  I'm  sure, 
familiar  at  this  pwint  v^^th  the  basic  tenets  of  school  reform,  so  I'll  just  tick  them  off 
quickly: 

•  It  has  been  many  ye«irs  since  teachers  could  store  all  pertinent 
information  in  their  heads  and  <iffect  a  braiii-to-breiin  transfer  of 
that  material  to  students.  The  old  pattern  of  teacher  as  lecturer, 
student  as  non-partidpating  listener  is  on  its  way  out. 

•  In  its  stead  is  the  educator  who  teaches  students  how  to  think  critically, 
how  to  identify  and  evciluate  the  infomnation  necessary  to  solve  real-life 
problems.  To  me  that  constitutes  an  elevation  in  the  status  of  the  teacher, 
not  a  diminution. 

•  Contextual  learning  has  it  all  over  rote,  formvilaristic  learning. 
Students  have  traditionally  failed  at  applying  memorized  facts 
to  real-world  situations.  When  students  learn  iiutially  through 
real-world  applications,  the  information  is  more  meaningful,  it 
is  retained  and  it  can  be  applied  in  the  future. 

•  Access  to  primary-source  documents  frees  students  from  the 
one-voice,  lowest-common-denominator  viewpoint  of  the 
textbook.  Such  materials  allow  history  to  speak  more  authen- 
tically and  with  the  multiplicity  of  voices  that  are  in  fact  part 

of  any  sigruficant  event.  They  also  promise  to  put  real  meaning 
into  our  rhetorical  support  for  multiculturalism. 

However,  such  materials  are  not  easily  incorporated  into 
existing  curricula.  If  used  inappropriately  they  can  support 
not  multiculturalism,  but  narrow  ethnocentric  approaches. 
It  is  essential  that  students  be  taught  how  to  evaluate  the 
bias  in  each  "authentic"  voice. 

•  The  isolationist  approach  to  education  is  not  the  best  model  for 
workforce  productivity.  Leanung  as  a  team  turns  out,  not 
surprisingly,  to  be  excellent  preparation  for  working  as  a  tecun 
in  later  life. 

If  we  know  from  our  best  educators  that  these  observations  are  true,  then  why 
aren't  we  pursuing  them  in  every  school  throughout  the  country?  Perhaps  first  and 
foremost  because  we  seem  to  be  trapped  in  a  p>eriod  of  endless  demor\stratioi\s. 
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Everyone  wants  to  fund  a  prototype,  a  glitzy  demo,  a  model  program  in  a  model  school. 
Both  public  and  private  money  continue  to  pour  into  these  free-standing  exercises  in 
ego.  It's  time  to  say  "enough!"  It's  time  to  start  funding  the  less  glamorous  work  of 
evaluating  the  past  decade  of  demonstration.  It's  time  to  identify  and  focus  on  the 
elements  that  work.  We  clearly  already  know  many  of  them.  And  finally,  it's  time  to 
begin  the  real  work  of  replicating  the  success  stories  in  the  110,000  K-12  schools  across 
the  country.  If  I  had  an  education  reform  button  to  wear  it  would  have  one  word: 
Replicability!  By  replicability  I  don't  mean  cookie-cutter  reproduction.  In  fact,  one  of 
the  elements  that  we  know  works  is  greater  site-based  dedsion-mjiking,  to  jsermit  the 
greatest  amount  of  individual  creativity  on  the  part  of  administrators,  teachers  and 
students.  The  keys  to  replicability  are:  federal  leadership,  teacher  training  and 
installation  of  the  necessary  technology.  All  three  cost  money,  although  some  are  better 
"bangs  for  the  buck." 

With  resf)ect  to  federal  leadership  we  need  to  focus  on  two  important,  and 
interconnected  areas:  technological  equity  and  the  digitization  and  transmission  of 
government-held  materials  to  the  education  community.  Technological  equity  is  the 
name  we've  given  the  issue  that  comes  from  recognizing  that  technology  costs  money 
and  that  there  is  a  great  disparity  in  money  among  our  schools.  While  all  of  the  major 
studies  that  have  been  done  illustrate  that  the  new  technologies  are  in  fact  cost  effective 
in  the  long  rvm,  they  still  require  a  significant  upfront  investment,  ideally  up  to  $1,000 
per  student.  Clearly  those  schools  that  do  not  even  have  a  textbook  for  each  student  are 
not  going  to  be  able  to  afford  computers,  videodisc  and  CD-ROM  players  and  online 
communications.  Just  as  we  have  done  v^rith  Chapter  1  legislation,  with  the  Headstart 
program  and  with  a  variety  of  targeted  legislative  initiatives,  we  must  invest  public 
funds  and  encourage  the  investment  of  private  funds  in  at-risk  school  districts.  If  we  do 
not,  the  resulting  literacy  and  workforce  skills  chasm  that  will  develop  will  make  our 
current  societal  problems  look  like  a  walk  in  the  park. 

While  I  recognize  that  we  are  hardly  in  a  rich  fiscal  envirorunent,  we  must 
nonetheless  consider  the  federal  responsibility  in  nnaking  available  to  the  public  and 
particularly  to  the  education  community,  the  vast  resources  gathered  on  the  public 
dime,  warehoused  on  the  public  dime,  and  which  should  be  made  available  digitally  in 
an  economically-fair  and  educationally-sound  way.  To  assume  that  the  private  sector 
v^l  digitize  the  holdings  of  the  Library  of  Congress,  the  Smithsoruan,  the  National 
Archives  and  the  government  agencies,  and  make  these  available  equally  to  the  rich  and 
poor  is  to  be  overly  optimistic  I  think.  The  private  sector's  job  is  to  produce  wealth.  It  is 
not  to  educate.  When  we  confuse  those  roles,  we  poorly  serve  education. 

Moving  on  to  teacher  training;  in  1991  the  Office  of  Technology  Assessment 
estimated  that  approximately  3%  of  teachers  were  actively  incorporating  technology 
into  their  classrooms.  They  called  this  group  the  Very  best  of  the  very  best."  But  what 
about  the  next  10%  ,  the  next  25%,  the  next  50%?  Many  teachers  are  eager  to  move  into 
their  new  roles,  in  which  they  offer  not  all  the  answers,  but  the  ways  of  framing  the 
right  questions.  Others  are  not  as  enthusiastic  But  they  all  need  to  be  trained  -  to  work 
in  multidisdplinary  teams,  to  navigate  complex,  multimedia  databases,  to  create  real- 
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life  scenarios  for  teaching  skills.  The  good  news  is  that  the  training,  which  is  primarily 
peer-based,  need  not  be  expensive,  but  it  must  cover  all  schools,  not  merely  a  few  dozen 
pilot  projects. 

And  finally,  the  installation  of  technology.  Despite  my  fondness  for  analog 
videodiscs,  the  future  of  educational  technology  dearly  lies  with  online 
communications.  The  information  highway  will  take  years  to  build.  Throughout  that 
time.  Congress  needs  to  insist,  in  the  many  ways  available  to  it,  that  schools  and 
libraries  be  incorporated  in  a  way  that  they  were  not  during  the  installation  of  the 
telephone  ii\frcistructure. 

I'd  like  to  end  where  I  began  -  with  a  call  for  common  sense.  We  all  know  that 
within  twenty  years,  the  technology  will  permit  children  to  be  remain  home  at  online 
multimedia  workstations,  from  which  they  can  access  all  of  the  information  currently 
made  available  to  them  at  school  and  much,  much  more.  Real-time  videoconferencing 
will,  of  course,  allow  access  to  educators,  experts  and  many  more  people  than  currently 
interact  with  students.  However,  I  still  believe  that  children  need  physical,  not  virtual, 
contact  with  other  children  and  other  adults.  WhUe  site-based  education  may  not  need 
to  exist  at  the  imiversity  level  (after  socialization  skills  have  been  developed)  I  believe 
that  some  form  of  it  will  continue  to  be  appropriate  for  K-12  students. 

I  would  hope  that  you  and  other  public  policy  makers  will  move  with  excitement 
to  capitalize  on  emerging  educational  technologies.  I  hope  equally  that  you  are  wilUng 
to  commit  the  resources  necessary  to  ensure  that  that  move  encompasses  all  teachers 
and  all  students. 

Thank  you  for  your  time. 

Senator  SiMON.  Mr.  Casserly? 

STATEMENT  OF  MICHAEL  CASSERLY,  EXECUTIVE  DIRECTOR, 
COUNCIL  OF  GREAT  CITY  SCHOOLS 

Mr.  Casserly.  Thank  you  very  much. 

Like  Madeleine  Kunin,  I  am  eiIso  sick.  I  am  also  starting  to  get 
depressed  listening  to  all  the  statistics.  [Laughter.] 

Please  excuse  my  froggy  voice. 

I  appreciate  the  opportunity  to  testify  this  morning  on  behalf  of 
the  Council  of  Great  City  Schools.  We  are  a  coalition,  as  many  of 
you  know,  of  the  Nation's  largest,  50  urban  public  school  systems 
in  the  Nation,  including  Kansas  City,  which  was  a  subject  of  a  re- 
cent 60  Minutes  story  on  very  much  the  same  kind  of  topic  that  we 
are  talking  about  this  morning. 

Somebody,  I  believe  one  of  the  earlier  witnesses — I  think  it  was 
Mike  Smith — mentioned  Pearl  Harbor.  Pearl  Harbor  has  already 
happened  with  urban  education.  Approximately  65  percent  of  all  of 
our  children  are  poor;  75  percent  of  our  average  enrollment  is  mi- 
nority. We  have  40  percent  of  all  the  limited-English-proficient  in 
the  country.  These  are  just  in  50  systems  of  the  15,000  systems 
across  the  country.  Our  average  school  building  is  75  years  old. 
Our  deferred  capital  repair  needs  are  approximately  $25  billion. 
And  I  am  sorry  to  say  that  we  actually  assisted  the  New  York 
Times  in  helping  with  the  pictures  of  the  schools  from  our  various 
inner  cities,  and  our  problem  was  not  in  trying  to  find  the  worst 
possible  cases.  The  cases  in  the  pictures  that  you  saw  from  Boston 
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and  New  York  and  others,  you  will  also  find  in  all  of  the  other 
major  cities  across  the  country. 

We  continue  to  have  dropout  rates  that  are  twice  as  high  as  the 
National  average.  Somebody  also  mentioned  graduation  from  first- 
year  Edgebra  courses.  Thirty  percent,  only  30  percent  of  our  stu- 
dents have  managed  to  successfully  complete  a  1-year  course  in  al- 
gebra by  the  end  of  the  10th  grade,  not  the  8th  grade.  And  in  addi- 
tion to  that,  I  am  sorry  to  have  to  report  that  only  about  30  percent 
of  our  African  American  and  Latino  children  score  above  the  50th 
percentile  in  reading  and  mathematics. 

Pearl  Harbor  has  already  happened  for  us,  and  it  continues,  and 
the  inaction  continues. 

I  appreciate  the  opportunity  to  share  our  views  on  the  1  percent 
solution  for  education  campaign  initiated  by  yourself  and  Senators 
Jeffords  and  Simon — excuse  me. 

Senator  DODD  [presiding].  Take  your  time.  You  sound  kind  of 
normal,  actually,  after  the  last  number  of  weeks  of  winter  here. 

Mr.  Casserly.  The  Council  of  Great  City  Schools,  together  with 
100  organizations  of  the  Committee  for  Education  Funding,  strong- 
ly supports  the  Jeffords  initiative.  This  effort,  if  it  becomes  law,  as 
far  as  we  are  concerned  is  the  only  hope  for  America  to  meet  its 
national  education  goals.  It  reprioritizes  Federal  spending  and  in- 
creases funding  for  education  by  at  least  1  percent  per  year,  as  you 
know,  until  the  total  education  budget  is  10  percent  of  the  total 
Federal  budget.  There  is  no  more  compelling  issue  in  front  of 
America  today. 

Congress,  as  you  know,  is  on  the  verge  of  enacting  legislation 
that  codifies  six  ambitious  national  goals  for  American  education 
through  Groals  2000  and  then  passing  a  reformed  and  revitalized 
version  of  the  Elementary  and  Secondary  Education  Act.  Unfortu- 
nately, our  chances  of  meeting  the  goals  will  not  come  cheap.  Cur- 
rently the  country,  I  am  sorry  to  say,  is  getting  about  what  it  is 
paying  for  in  education.  And  I  know  that  is  particularly  true  in 
urban  education. 

In  fiscal  year  1995,  the  Federal  Government  allocated  approxi- 
mately $30  billion  to  education  of  America's  children,  youth,  and 
adults,  which  is  only  1.8  percent  of  the  total  Federal  tax  dollars. 
This  allocation  falls  far  short  of  the  amount  needed  to  serve  all  eli- 
gible children  under  the  currently  authorized  Federal  programs,  let 
alone  the  amount  needed  to  fund  new  initiatives  in  the  area  of  co- 
operative education,  in  the  areas  of  technology,  building  repair,  ref- 
ugee assistance,  and  aid  to  poor  urban  and  rural  schools. 

The  time  has  come,  finally,  for  us  to  act,  as  the  Senator  has  indi- 
cated. We  are  in  a  crisis,  and  millions  of  our  students  are  denied 
access  to  educationsd  opportunity  because  the  Federal  programs  re- 
main so  significantly  underfunded.  Low-  and  middle-income  fami- 
lies are  finding  it  increasingly  difficult,  if  not  impossible,  to  afford 
college  education  for  their  children.  We  know  how  to  improve  our 
Nation's  educational  system,  but  we  continue  to  deny  our  schools, 
our  communities,  the  resources  to  get  the  job  done  except  in  the 
wealthiest  of  areas. 

Rhetoric  alone,  I  am  afraid,  is  simply  not  going  to  get  the  job 
done.  While  everyone  agrees  that  providing  support  for  children 
who  are  disabled  and  impoverished  must  begin  at  birth,  70  percent 
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of  preschool  children  who  are  eligible  for  Head  Start  go  unserved, 
as  you  mentioned  earlier,  Senator.  Full  funding  of  early  interven- 
tion programs  is  essential  as  the  needs  of  our  children  beyond  the 
age  of  6  do  not  disappear. 

Over  4  million  eligible  disadvantaged  children  are  currently  de- 
nied Chapter  One  reading  and  mathematics  instruction  because  of 
lack  of  funding.  Yet  this  program  is  so  important  and  so  essential 
that,  in  fact,  while  there  are  so  many  people  being  unserved  by  the 
program,  Chapter  One,  in  fact,  provides  approximately  60  percent 
of  all  the  compensatory  education  money  that  is  spent  in  this  coun- 
try. That  is  how  critical  that  program  is. 

Also,  Federal  funding,  as  was  noted  earlier,  for  the  disabled  has 
fallen  far  below  what  the  initial  promise  was. 

Vocational  and  adult  education  continues  to  be  badly  under- 
funded, and  unless  we  offer  students  the  opportunity  to  continue 
their  education  beyond  high  school  graduation  by  funding  student 
grants  as  well  as  loans,  too  many  will  continue  to  be  low-skilled. 

I  am  about  out  of  time  as  I  look  at  the  clock,  but  I  cannot  stress 
enough,  in  summary,  that  the  neglect  of  education  and  trgiining 
shows  up  significantly  in  the  public  costs  of  welfare,  in  crime,  in 
drug  addiction,  in  the  decline  of  national  productivity  and  competi- 
tiveness, and  the  reduction  of  standard  of  living  of  the  Americgin 
people. 

To  quote  David  Keams,  former  chairman  of  the  Xerox  Corpora- 
tion, 

Education  should  not  compete  with  national  defense,  the  trade  deficit,  drugs  or 
AIDS.  Instead,  education  should  be  thought  of  as  the  solution  to  these  problems. 

With  that,  I  notice  I  am  about  to  get  the  hook,  and  I  will  submit 
the  rest  of  this  for  the  record. 

Senator  DODD.  Not  a  hook.  Just  merely  an  advisory — it  is  for  us 
as  well  because  we  can  go  on. 

Senator  DODD.  Thank  you  for  you  testimony. 

[The  prepared  statement  of  Mr.  Casserly  follows:] 
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STATEMENT  OF  DR.  MICHAEL  CASSERLY 
EXECUTIVE  DIRECTOR,  COUNCIL  OF  GREAT  CITY  SCHOOLS 

BEFORE  THE  SENATE  BUDGET  COMMITTEE 


Senator  Dodd  and  distinguished  members  of  the  Budget  Committee,  I  appreciate  the 
opportunity  to  testify  today  on  behalf  of  the  Council  of  Great  City  Schools.  I  am  Dr.  Michael 
Casscrly,  Executive  Director  of  the  Council,  which  is  a  coalition  of  44  of  the  largest  urban  school 
districts  in  the  country. 

I  appreciate  the  opportunity  to  share  our  views  on  the  "One  Percent  Solution  for 
Education"  campaign  initiated  by  yourself  and  Senators  Jeffords  and  Simon.  The  Council  of 
Great  City  Schools,  together  with  the  100  organizations  that  represent  the  Committee  for 
Education  Funding,  strongly  supports  the  Jeffords  initiative.  This  effort,  if  it  became  law,  would 
force  our  nation's  leaders  to  "put  their  money  where  their  mouths  are."    It  reprioritizies  federal 
spending  and  increases  funds  for  education  by  at  least  one  percent  per  year  until  the  total 
education  budget  is  ten  percent  of  the  total  federal  budget  There  is  no  issue  more  compelling 
than  making  this  education  investment  in  our  nation's  students  and  in  America's  future. 

Congress  is  on  the  verge  of  enacting  legislation  that  codifies  six  ambitious  goals  for 
American  education.    Without  seriously  reprioritizing  federal  spending  and  providing  the 
resources  to  implement  these  goals,  our  students  cannoi  hope  to  meet  the  high  levels  of 
achievement  that  we  will  demand. 

In  FY  1995,  the  federal  government  allocated  approximately  $30  billion  to  the  education 
of  America's  children,  youth,  and  adults  —  only  1 .8  percent  of  our  total  federal  tax  dollars.  This 
allocation  falls  far  short  of  the  amount  needed  to  serve  all  eligible  students  under  the  currently 
authorized  federal  programs,  let  alone  the  amount  needed  to  ftmd  new  initiatives.  At  the  same 
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time,  changing  demographics  are  overwhelming  the  nation's  educational  system  as  increasing 
numbers  of  disadvantaged  children  arrive  at  the  schoolhouse  door  with  severe  barriers  to 
learning.  American  schools  are  in  a  crisis  —  a  crisis  of  neglect  and  indifference.  Millions  of 
students  are  denied  access  to  educational  opportunity  because  federal  programs  remain 
significantly  underfunded.  Low-and  middle-income  families  are  fmding  it  increasingly  difficult, 
if  not  impossible,  to  afford  a  college  education  for  their  children.  We  know  how  to  improve  our 
nation's  educational  system,  but  we  continue  to  deny  our  schools  and  our  communities  the 
resources  to  get  the  job  done. 

Rhetoric  alone  cannot  substitute  for  the  money  that  is  needed.  While  everyone  agrees 
that  providing  support  for  children  who  are  disabled  or  impoverished  must  begin  at  birth,  70 
percent  of  pre-school  children  who  are  eligible  for  Head  Start  go  imserved.  Full  funding  of  early 
intervention  programs  is  essential,  but  the  needs  of  our  children  do  not  disappear  at  age  six. 
Funding  for  elementary  and  secondary  education  programs  aimed  at  the  same  population  of 
children  is  woefully  inadequate  and  must  be  expanded.  Over  4  million  eligible,  disadvantaged 
children  are  currently  denied  Chapter  1  reading  and  math  instruction.  Federal  funding  for  the 
excess  cost  of  educating  4.4  million  disabled  children  in  America's  schools  has  fallen  to  9 
percent  —  far  below  the  commitment  in  law  to  support  40  percent  of  these  costs.  Severely 
overcrowded  classrooms,  lack  of  funding  for  the  most  basic  instructional  methods  and  materials, 
and  deteriorating  buildings  and  conditions  found  in  our  poorest  school  districts  send  a  message  to 
our  children  that  they  are  not  a  priority. 
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Opportunity,  the  engine  of  a  democratic  society,  cannot  belong  only  to  the  well-bom  and 
the  well-to-do.  All  children  must  share  in  America's  future.  Not  only  must  we  fully  fund 
programs  for  our  school  age  students,  we  must  offer  them  the  opportunity  to  continue  their 
education  beyond  high  school  graduation.  We  must  fund  student  grants  as  well  as  loans,  or  too 
many  will  be  confined  to  low-skill,  low-wage  jobs  with  few  chances  for  success  in  a 
technologically-competitive  marketplace.  In  1 992,  male  college  graduates  earned  70  percent 
more  than  those  with  only  a  high  school  diploma.  Yet  the  value  of  a  Pell  grant  which  enables 
our  poorest  students  to  attend  college  as  fallen  from  46  percent  to  23  percent  of  tuition  cost. 

The  neglect  in  education  and  training  shows  up  in  the  public  costs  of  welfare,  crime,  drug 
addiction,  and  the  decline  of  national  productivity  and  competitiveness  reducing  the  standard  of 
living  for  all  Americans.  To  quote  David  Keams,  former  chairman  of  the  Xerox  Corporation, 
"Education  should  not  compete  with  national  defense,  the  trade  deficit,  drugs  or  AIDS.  Instead, 
think  of  it  as  a  solution  to  those  problems." 

Recently,  the  New  York  Times  Magazine  noted  that  70  percent  of  all  the  pnson  space 
today  has  been  built  since  1985,  at  a  cost  of  $32.9  billion.  However,  only  1 1  percent  of  the 
nation's  classrooms  were  constructed  during  the  1980's.  Each  year,  it  costs  $20,885  to  lock  up  a 
federal  prisoner,  and  an  average  of  $5,600  to  educate  a  public  school  student.  Federal  law 
mandates  that  no  federal  prisoner  shall  be  released  without  having  obtained  a  high  school 
diploma  or  its  equivalent.  Wouldn't  it  make  more  sense  to  educate  our  children  in  a  classroom, 
rather  than  to  pay  four  times  as  much  to  educate  them  in  a  jail  cell? 
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It  is  time  for  the  federal  government  to  act  as  a  full  partner  with  state  and  local 
governments  in  fulfilling  the  promises  of  equal  educational  opportunity  for  children  of  all  ages. 
While  only  two  percent  of  the  total  federal  budget  is  invested  in  education,  state  and  local 
governments  allocate  29  percent  of  their  expenditures  to  education.  Our  nation's  leaders  must 
address  the  savage  inequality  of  demanding  academic  excellence  while  they  continue  to  deny  the 
federal  resources  necessary  for  our  children  to  meet  these  standards. 

Free,  quality  public  education  is  the  invention  of  the  United  States  of  America.  But  as 
television  journalist  Robert  MacNeil  once  said,  "If  we  allow  other  nations  to  beat  us  at  our  own 
invention,  we  will  lose  the  economic  competition.  Politicians  tell  us  money  isn't  the  answer. 
But  throwing  money  at  a  problem  is  precisely  how  this  country  shows  its  sense  of  urgency,  it's 
commitment,  and  the  high  priority  it  gives  an  issue.  It's  how  we  won  the  second  world  war,  the 
nuclear  arms  race,  the  cold  war.  It's  how  we  got  to  the  moon." 

Responding  to  the  claim  that  the  deficit  leaves  no  money  for  education,  MacNeil 
continued.  "The  deficit  was  created  by  political  priorities,  by  things  considered  politically  urgent. 
If  the  political  system  thought  reaffirming  American  public  education  was  urgent,  the  money 
would  be  found." 

Can  we  afford  this  investment?  The  Jeffords  amendment  does  not  require  increasing  the 
deficit.    It  requires  reprioritizing  how  we  spend  our  lederal  tax  dollars.    Today,  defense  accounts 
for  roughly  half  of  the  S542  billion  capped  discretionary  budget  while  education  is  only  $30 
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billion,  or  less  than  five  percent.  If  we  are  truly  committed  to  ensuring  that  America's  children 
can  compete  in  this  fast-changing,  techno  logy-driven  economy,  can  we  afford  to  spend  less  than 
ten  percent  of  our  total  budget  on  our  children's  education? 

It's  time  for  this  Congress  to  reprioritize  our  nation's  resources  and  invest  in  our  citizens. 
It's  time  for  this  Congress  to  find  the  money  for  education.  It's  time  for  this  Congress  to  rebuild 
America,  to  reinvest  in  our  economy,  to  do  what  is  necessary  to  protect  our  children's  future. 

The  nation's  economic  prosperity  and  the  quality  of  its  citizens'  lives  depend  on  a  first- 
class  educational  system.  It  is  time  that  all  of  our  children  have  access  to  that  system.  We 
cannot  afford  to  waste  the  future  of  a  single  child. 

Senator  DODD.  I  am  going  to  send  a  letter  to  all  of  our  witnesses, 
asking  them  to  respond  to  a  number  of  questions.  I  am  going  to 
send  verbatim  a  letter  that  was  sent  22  years  ago  last  month,  on 
January  20,  1972. 

The  letter  was  sent  to  the  Advisory  Commission  on  Intergovern- 
mental Relations  asking  for  comments  about  tax  reform  and  prop- 
erty tax  relief.  I  am  going  to  send  exactly  the  same  letter  asking 
what  the  impact  of  a  tax  reform  proposal  would  be,  which  would 
replace  residential  property  taxes  with  a  Federal  value-added  tax. 

The  author  of  that  letter  was  Richard  Nixon.  I  am  interested  in 
what  people  think  of  this  proposed  22  years  later. 

Mr.  Casserly.  Senator,  you  are  absolutely  right.  The  reliance  in 
this  country  on  the  property  tax  for  the  base  for  funding  education 
is  providing  nothing  but  constant  inequities  in  the  level  of  perform- 
ance across  our  school  systems. 

I  know  in  our  urban  school  systems,  our  average  per  pupil  ex- 
penditure is  $5,200  a  year.  The  average  per  pupil  expenditure  in 
the  surrounding  suburbs  of  our  very  own  systems  are  $6,100  a 
year.  It  is  about  a  $900  difference  per  kid  per  year,  which  is  about 
$25,000  differential  in  every  single  urban  classroom  in  America, 
and  that  is  the  kind  of  thing  that  our  sole  reliance  on  property  tax 
is  producing.  It  is  that  kind  of  inequity. 

Senator  DoDD.  I  agree  with  you.  I  am  glad  to  hear  you  say  that. 
But  it  also  does  something  else.  It  creates  a  generational  conflict. 
There  is  one  generation  that  is  trying  to  provide  for  their  long-term 
financial  security  needs,  and  the  largest  asset  they  have  in  most 
cases  is  their  home. 

Mr.  Casserly.  That  is  right. 

Senator  Dodd.  And  we  are  asking  that  generation  to  assume  a 
greater  financial  burden  and  responsibility  at  the  very  time  that 
many  of  them  are  starting  to  think  about  their  long-term  financial 
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security  needs  to  subsidize  and  support  the  educational  needs  of  a 
generation  that  hopes  to  be  able  to  buy  that  house  one  day. 

I  think  if  we  can  get  away  from  the  funding  scheme  that  creates 
that  kind  of  conflict,  we  will  have  a  much  easier  time  getting  the 
kind  of  support  necessary  to  do  the  things  that  we  all  think  need 
to  be  done.  It  just  seems  to  me  we  are  running  into  that  brick  wall 
every  time. 

So  in  addition  to  getting  the  financial  support,  I  think  we  have 
got  to  chEinge  the  nature  of  the  game  a  bit.  That  is  why  I  put  a 
lot  of  emphasis  on  this  particular  part  of  the  equation. 

Mr.  Casserly.  You  are  absolutely  right.  As  far  as  I  am  con- 
cerned, it  is  not  only  the  level  of  funding,  but  the  equity  and  ade- 
quacy of  the  funding  and  how  it  is  distributed  across  this  country. 

Senator  DODD.  In  my  own  home  town.  East  Haddam,  CT,  a  small 
town  35  miles  south  of  Hartford,  our  high  school  was  built  in  1921, 
we  need  a  new  high  school.  Now,  arguably,  the  town  should  have 
gone  to  a  regional  system  and  so  forth,  but,  putting  that  aside,  we 
went  through  two  very  nasty  referendums.  And  it  was  not  until  the 
high  school  students  themselves  went  out  door-to-door  Eind  looked 
people  in  the  eye  and  sEiid,  you  know,  do  I  deserve  any  less  of  an 
educational  opportunity  than  you  had  in  town,  in  a  sense,  and  al- 
most embarrassed  the  town  into  switching.  It  had  been  defeated, 
soundly  so,  and  it  was  because  of  the  pressure  on  these  people — 
this  is  not  an  affluent  community — people  were  feeling  with  the 
pressure  we  felt  economically  in  New  England,  anyway. 

So  it  was  not  that  people  in  town  felt  we  did  not  need  a  new  high 
school.  They  certainly  felt  we  did.  It  is  just  how  we  are  asking 
them  to  pay  for  it  £md  support  it. 

Senator  Jeffords.  Would  you  yield  for  just  a  second? 

Senator  Dodd.  Yes. 

Senator  JEFFORDS.  I  would  point  out  that  the  amount  that  we  be- 
have is  necessary  to  get  us  in  the  position  where  we  can  compete 
would  be  about  a  50  percent  increase  in  your  local  property  tax.  So 
if  you  want  to  go  home  and  tell  your  local  school  boards  that  we 
have  a  great  plan  to  save  the  country  and  it  is  only  going  to  cost 
you  50  percent  more  on  your  property  tax,  I  do  not  think  I  would 
want  to  be  in  that  room  with  you. 

Senator  Dodd.  Yes. 

Ms.  Hess.  I  have  the  impression  that,  at  least  in  this  part  of  the 
hearing,  we  are  preaching  to  the  converted,  and  I  know  not  all  of 
the  witnesses  that  follow  us  will  necessarily  agree  with  us.  I  would 
certainly  agree  with,  and  ag£iin  emphasize,  what  you  just  said,  Sen- 
ator Dodd,  about  the  need  to  retlunk  the  way  we  fund  education 
and  come  up  with  a  whole  new  equation. 

Throughout  history,  whenever  we  have  these  major  changes,  the 
so-called  revolutions  in  technology,  the  same  thing  happens  again 
and  again. 

The  technology  drives  society.  We  do  not  seem  to  have  the  ability 
to  stand  back  and  say,  OK,  now  we  have  this  enormous  capability, 
what  do  we  want  to  have  happen,  and  then,  of  course,  to  recognize 
that  there  are  going  to  be  ongoing  costs  to  that,  and  to  think  it 
through  with  a  long-term  strategy.  This  cannot  be  a  popularity  con- 
test. 
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It  cannot  be  one  generation  against  the  other.  We  cannot  have 
what  we  have  had,  which  is  everjdihing  tied  to  the  demographic 
bhps.  If  the  baby-boomers  are  going  through  school,  then  there  is 
enormous  emphasis  on  putting  wealth  into  the  schools.  When  the 
baby-boomers  have  children,  again  it  becomes  very  popular  to  do 
it.  Then,  when  all  of  a  sudden  the  demographic  bUp  shrinks,  then 
maybe  it  is  not  so  popular.  That  cannot  be  the  basis  for  funding 
education. 

Senator  JEFFORDS.  Just  one  other  comment  in  that  area.  We  got 
some  figures  from  OTA  on  what  it  would  take  to  fully  fund  our 
technology  bill  which  we  passed  out  of  committee.  It  would  take  a 
$14  billion  start-up  cost  to  provide  the  computer  technology,  et 
cetera,  in  all  the  schools  that  lack  it  now,  and  it  would  take  about 
$7  billion  a  year  in  order  to  maintain  the  systems.  I  believe  strong- 
ly that  we  have  an  opportunity  for  a  leap  forward  in  education 
through  all  of  the  technology  wluch  is  being  developed  in  that  area, 
but  it  is  not  going  to  be  cheap,  either. 

Ms.  Hess.  In  defense  of  that,  let  me  point  out  that  there  have 
been  some  excellent  studies,  some  of  them  mandated  by  Congress, 
done  by  some  very  independent  groups  that  could  care  less  how  the 
numbers  came  out,  that  really  do  document  the  cost-effectiveness. 
We  are  not  talking  about  those  large  numbers  on  a  yearly  basis — 
this  is  not  something  where  the  machines  have  to  be  replaced  every 
single  year. 

You  know,  as  the  parent  of  a  5-year-old,  I  pay  $5  a  month  for 
snack  costs.  I  would  be  perfectly  happy  in  a  few  years  to  pay  $10 
a  month  for  access  to  the  Internet,  for  this  child  to  be  able  to  have 
the  world  brought  into  the  classroom.  But  that  is  going  to  take 
Federal  leadership. 

We  pride  ourselves  in  this  country  on  local  control  in  education. 
I  personally  think  that  there  is  too  much  hoopla  about  that,  that 
in  the  1970's  some  administrations  that  were  interested  in  reduc- 
ing the  Federal  chunk  of  the  pie,  sold  to  the  localities  the  idea  that, 
oh,  you  can  have  all  the  control  in  the  world,  but  you  have  to  pay 
for  it  yourself.  I  think  it  is  time  to  reclaim  that  and  for  the  Federal 
Government  to  provide  the  leadership  and  to  provide  the  money 
and  to  be  honest  about  what  it  is  we  are  doing. 

Senator  DODD.  If  I  could  just  comment  on  this  point  a  bit,  be- 
cause I  think  it  needs  to  be  emphasized.  There  will  be  a  headline 
in  the  newspaper  that  some  corporation  has  just  bought  £uid  put 
in  200  computers  in  X  or  Y  high  school,  and  everyone  applauds  it, 
and  we  should.  It  is  a  terrific  contribution. 

What  they  do  not  appreciate  is  the  cost  of  maintaining  the  tech- 
nology needed  to  sustain  that  investment. 

Ms.  Hess.  That  is  absolutely  true.  What  also  offends  me  is  that 
every  school  in  the  rest  of  that  district  and  perhaps  in  the  three 
surrounding  districts  then  get  nothing,  because  of  this  model  men- 
tahty.  We  have  got  this  school  that  is  wired  out  the  wazoo  in  Fair- 
fax County,  and  so  heaven  help  the  rest  of  the  schools  in  a  5-mile 
radius,  because  the  demo  project  has  been  done  there.  You  know, 
we  simply  are  not  spreading  it  around.  We  are  not  building  up  a 
sound  infrastructure. 

Senator  DoDD.  And  a  systematic  approach  to  it. 

Ms.  Hess.  Exactly. 
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Mr.  Casserly.  This  is  slightly  off  your  question,  but  it  goes  back 
to  your  example  in  Connecticut  of  30/70  or  70/30  split  on  business 
support  versus  residential  property  support  of  schools.  Most  of  the 
major  cities  in  the  country  are  in  exactly  that  situation.  As  a  mat- 
ter of  fact,  over  90  percent  of  all  the  major  city  school  systems  in 
the  country  do  not  get  a  single  dime  of  private  sector  income  tax 
revenue,  not  1  dime. 

Senator  DODD.  Well,  we  see  that  all  the  time.  We  see  it  very 
sharply  in  Connecticut,  because  of  the  size  of  our  State.  It  is  so 
small  geographically.  You  know,  it  is  100  miles  by  60  miles,  rough- 
ly, and  we  are  always  listed  as  the  most  affluent  State  in  America, 
because  of  our  per  capita  earnings,  which  hover  around  $26,000  a 
year.  We  have  got  pockets  of  tremendous  wealth. 

We  also  have  pockets  of  tremendous  poverty.  It  always  stuns  peo- 
ple when  they  find  out  that  three  of  my  largest  cities  rank  some- 
where in  the  top  30  or  top  35  of  the  poorest  cities  in  America  with 
populations  of  over  100,000,  and  there  is  no  gap  geographically  be- 
tween some  of  the  most  affluent  communities  and  some  of  the  poor- 
est. You  can  drive  within  minutes  from  one  of  the  most  affluent 
communities  in  the  country  to  one  of  the  poorest.  It  just  smacks 
you. 

Mr.  Casserly.  And  the  schools  reflect  that  difference. 

Senator  Dodd.  You  are  blocks  away,  you  are  literally  walking 
distance.  I  often  talk  about  West  Hartford,  in  which  per  pupil  ex- 
penditure is  about  the  highest  in  the  State.  You  can  walk  from 
Connard  High  School,  a  wonderful  high  school,  a  terrific  facility, 
down  to  Hartford  or  Weaver  High,  which  is  literally  20  blocks  or 
30  blocks  away.  It  is  a  short  walk,  and  you  might  as  well  be  walk- 
ing thousands  of  miles. 

They  are  within  20  blocks  of  each  other,  and  by  the  accident  of 
geography,  some  kids  are  bom  on  one  side  of  that  arbitrarily  drawn 
boundary  line,  and  some  are  bom  on  the  other.  By  the  mere  acci- 
dent of  birth  Eind  family  financial  and  economic  circumstances  one 
child  is  getting  a  world  class  education  the  other  is  struggling,  20 
blocks  away  from  each  other. 

Mr.  Casserly.  That  was  one  of  the  great  services  that  I  thought 
Jonathan  Cozell's  book  Savage  Inequalities  pointed  out.  This  par- 
ticular effort  that  you  and  Senator  Jeffords  have  put  forward,  the 
importance  of  this  proposal  is  in  its  reprioritizing  of  what  it  is  that 
the  Federal  Government  is  tr3dng  to  do. 

We  have  had  a  situation — and  you  have  heard  these  numbers  be- 
fore— where  we  spend  approximately  $5,500  per  child  educating  an 
individual,  and  then  we  spent  $20,000  to  $25,000  for  a  prisoner 
which  is  supposed  to  be  provided  with  a  GED  education.  It  seems 
to  me  that  those  figures  ought  to  be  reversed,  and  the  reprioritizing 
of  our  expenditures  I  think  is  the  greatest  merit  of  this  proposal 
and  why  we  are  so  firmly  behind  it. 

Senator  Dodd.  Thank  you. 

Ms.  Hess.  Could  I  just 

Senator  Dodd.  Just  to  point  out,  as  Jim  and  I  do,  frequently  of 
the  overall  education  budget,  the  Federal  Government  contributes 
a  little  less  than  6  percent.  An  even  better  statistic  to  use  is  the 
fact  that,  of  the  total  Federal  budget,  less  than  2  percent  goes  for 
education.  You  tell  people  and  they  do  not  believe  you  when  you 


435 

say  that.  If  you  imagine,  out  of  all  the  priorities  in  our  country, 
roughly  2  percent  or  less  of  our  entire  Federal  budget  is  committed 
to  education  in  the  United  States.  That  is  stunning. 

Mr.  Casserly.  I  would  Uke  to  cite  it  even  more  dramatically. 
What  that  amounts  to  really  is  less  than  2  cents  out  of  every  $100 
the  Federsd  Government  spends  on  education. 

Ms.  Hess.  We  have  been  talking  a  lot  about  schools,  and  I  want 
to  make  sure  that  we  kind  of  get  a  swipe  in  here  for  libraries.  Be- 
cause while  it  sounds  Uke  the  fife  and  drum  should  somehow  be 
playing  in  the  background,  it  is  absolutely  true  that  libraries  have 
been  a  source  of  democratization  in  this  country.  Even  if  you  have 
been  in  one  of  these  poor  schools,  you  could  hop  on  the  bus  and 
have  access  to  free  material,  the  best  free  material  that  we  have 
to  offer. 

As  libraries  evolve — they  will  have  lots  of  digital  information  and 
will  be  important  nodes  on  the  information  highway.  We  have  got 
to  continue  to  provide  this  most  democratic  of  arenas,  where  people 
can  come  who  do  not  have  a  lot  of  money.  We  are  not  going  to  wave 
a  wand  and  make  all  this  happen.  We  are  not  going  to  make  all 
schools  equal.  Libraries  have  been  a  very  important  S£ifety  net, 
they  have  been  a  very  important  equalizer,  and  I  think  we  need  to 
make  sure  they  are  in  this  game. 

Senator  DODD.  Absolutely.  I  thank  you  very  much. 

Jim,  do  you  have  any  questions  you  want  to  raise  of  our  wit- 
nesses? Dr.  Lilley,  by  the  way,  is  snowed-in  in  West  Virginia,  we 
just  got  word,  so  he  is  excused.  He  got  a  closed  school  day.  How 
many  times  have  I  seen  that  across  my  television  screen? 

[The  prepared  statement  of  Mr.  Lilley  follows:] 
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TESTIMONY  BEFORE 
THE  UNITED  STATES  SENATE  BUDGET  COMMITTEE 

THE  COUNCIL  OF  EDUCATIONAL  FACILITY  PLANNERS,  INTERNATIONAL 


Mr.  Chairman  and  Members  of  the  Committee,  my  name  is  Dr.  H.  Edward  Lilley.  and  this 
testimony  is  presented  on  tiehaif  of  The  Council  of  Educational  Facility  Planners. 
International. 

I  appreciate  the  opportunity  to  bring  this  infonnation  to  the  Committee  to  descnbe  to  you 
the  incredible  national  crisis  in  educational  facilities  facing  our  nation. 


A  NATIONAL  CRISIS 
The  need  for  renewal,  renovation  and  construction  of  new  school  buildings  is  threefold; 

1 .  Aging  Schools 

2.  Growth 

3.  New  Educational  Programs 

Aging  Schools    31%  of  school  buildings  in  use  today  were  built  before  Wond  War  II 
43%  in  the  50's  and  60's 
25%  have  oeen  found  to  be  in  shoddy,  unsafe  condition 

Many  of  these  aging  schools  in  our  urban  areas.  Los  Angeles.  Chicago, 
and  Detroit  need  more  that  Si  Billion  dollars  each  to  repair 
school  buildings. 


Growth  As  you  know,  many  states  are  expenencing  the  need  for  additional 

school  buildings  from  growth  due  to  both  increased  birth  rates  and 
immigration  of  new  families.  States  like  California.  Flonda.  Texas. 
Georgia,  Arizona,  North  and  South  Carolina  have  tremendous  need  for 
additional  classroom  space. 


New  Educational 

Programs  Additional  and  different  classroom  space  is  nee<3ed  for  new  educational 

programs.  The  oovious  need  for  additional  classroom  space  is  to 
accommoaate  technology.  Computers  require  more  classroom  space 
and  stronger  electrical  systems  than  our  older  school  buildings  can 
provide.  In  addition  to  technology,  new  techniques  and  delivery  systems 
for  instruction  in  subject  areas  such  as  art,  industrial  technology,  reading 
and  the  performing  arts,  are  requiring  different  educational  spaces  that 
our  old  school  buildings  cannot  accommodate  due  to  their  lack  of 
physical  flexibility. 
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COST  TO  IMPROVE  THE  NATIONAL  SCHOOL  INFRASTRUCTURE 

A  1989  report  estimated  the  school  fadlHy  need  to  be  5125  Billion  dollars.  That  nurnber 
has  only  increased  in  1994. 

(In  1989  dollars)  $84  Billion  dollars  is  needed  for  new  construction  and 

renovation;  and, 
$41  Billion  dollars  is  needed  for  maintenance  and  repair  (1) 

Traditionally,  school  construction  has  been  funded  at  the  state  and  local  level.  At  this 
time,  we  face  a  crisis  of  major  proportions  that  cannot  be  handled  at  the  state  and/or 
local  level.  The  magnitude  of  this  cnsis  will  require  federal  intervention.  The  need  for 
school  construction  is  not  unlike  the  need  to  rebuild  a  nations  highways.  Our  nations' 
infrastruaure  must  be  secured,  and  school  buildings  are  part  of  that  infrastructure. 


JOBS 

Our  organization  has  worked  wrth  The  Department  of  Commerce  to  determine  the 
number  of  jobs  that  school  construction  creates.  For  every  SI  billion  dollars  of  school 
construction,  we  can  create  27,000  jobs.  This  figure  is  a  national  average  and  varies 
from  state  to  state. 


IMPACT  ON  STUDENT  ACHIEVEMENT 
We  know  that  the  quality  of  the  environment  that  children  are  housed  m  impacts  their 
aoiiity  to  team  and  achieve.  School  buildings  that  are  poorly  maintained,  m  disrepair, 
anc  run-down  do  not  inspire  our  youth  to  learn.  While  children  spend  time  in  these 
inadequate  buildings  portrayed  as  learning  environments,  many  of  our  nations  cnmmals 
are  housed  in  spariding  new  pnsons  (See  New  York  Times  Magazine.  Februar/  20. 
1994.) 


TECHNOLOGY 
While  much  of  our  nation  has  tapped  into  the  technology  superhighway,  schools  lag 
behind  and  our  school  buildings  will  not  accommodate  the  tecnnoiogy  needed  to  train 
our  students.  The  Federal  Communications  Commission  recently  noted  that  there  are 
thousands  of  buildings  in  this  country  with  millions  of  people  in  them  wno  nave  virtually 
no  access  to  technology  ~  they  are  called  schools.  Vice  President  Gore  was  recently 
quoted  as  saying  that  least  likely  to  participate  in  the  coming  revolution  in 
communications  is  the  public  school,  vvhich  he  leaned  the  most  imoovenshed  Institution 
in  societ* 
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SUMMARY 
Scfiool  facilities  have  been  ignored,  as  a  national  concern,  for  many  decaaes.  Not  even 
a  national  assessment  of  our  nations  scrtool  buildings  has  been  conduced  since  1965. 
The  seriousness  of  this  problem  grows  daily.  The  children  of  America  enter  buildings 
each  school  day  that  are  growing  increasingly  unsafe  and  uninspiring.  Our  children 
deserve  safe,  attractive  learning  environments  that  enhance  teachers  instructional 
deiiverv  and  motivate  children  to  achieve  and  fulfill  their  potential. 

We  applaud  the  Committees'  strength  and  Interest  to  create  legislation  to  help  meet  a 
portion  of  our  school  facility  needs.  Thank  you. 


(1)  VVo/vas  at  m«  Sehoe/houso  Door  Report.  Eaueatonai  Wnters  Association,  7989. 

Senator  DODD.  Any  questions,  Jim? 

Senator  Jeffords.  Actually,  I  just  want  to  commend  you  on  the 
replication  problem.  I  notice  the  Administration  wiped  out  all  the 
demonstration  projects  this  year  in  their  recommendations.  That 
does  not  disturb  me  as  much  as  the  fact  that  we  have  no  studies 
or  longitudinal  studies  to  figure  out  which  ones  have  worked.  We 
would  have  spent  all  these  billions  of  dollars  and  not  know  what 
are  those  that  we  ought  to  replicate.  So  I  am  hopeful  and  I  will  be 
pushing  for  at  least  an  effort  to  do  some  longitudinal  studies,  so 
that  we  know  what  we  should  replicate. 

You  are  absolutely  right,  there  are  some  very  good  programs  out 
there,  and  if  we  replicate  them,  we  will  move  ^ong  forward.  But 
if  we  just  throw  the  studies  away,  it  is  not  going  to  go  very  far. 

Mr.  Casserly,  I  would  like  to  ask  you  about  early  intervention 
and  what  kind  of  effort  is  available  now  in  the  city  schools  for  the 
kids.  I  know  in  Rick  Smith's  group,  he  showed  one  Manhattan 
school  which  was  doing  a  very  good  job.  But  then  if  you  looked  at 
it  carefully,  each  kid  had  somebody  that  was  there  each  day  to  talk 
with  them,  an  adult  or  an  older  child,  to  help  them  along  and  keep 
the  motivated,  so  it  is  a  replication.  I  do  not  know  if  they  were  able 
to  reorder  resources,  perhaps,  but  it  seems  to  me  that  we  need  that 
kind  of  assistance  in  the  city  schools,  where  you  do  not  have  the 
parental  attitudes  that  you  need  to  stipulate  the  kids. 

Mr.  Casserly.  Let  me  take  your  three  parts.  One  probably  ter- 
rific example  of— and  I  agree  about  the  lack  of  need  of  doing  these 
model  projects  over  and  over  again  and  their  never  getting  to  the 
real  need  of  anything,  and  probably  the  prime  example  of  that  was 
when  the  dropout  program  was  dropped  from  the  budget,  and  that 
did  have  an  evaluation  that  showed  the  programs  worked.  But 
there  was  never  any  dropout  program  that  was  put  into  effect  to 
replace  the  demonstrations  that  had  already  proved  to  be  success- 
ful. So  in  the  process  of  the  reauthorization,  I  would  very  much  like 
to  see  Congress  restore  and  put  in  a  sizable  dropout  or  secondary 
school  program. 

On  preschool  education,  to  tell  you  the  truth  from  our  standpoint, 
it  is  one  of  the  good  news  pieces  in  urbem  schools.  We  probably  do 
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better  and  invest  more  heavily  in  preschool  and  early  childhood 
programs  than  we  do  in  almost  any  other  arena.  Over  80  percent 
of  our  school  districts  now  have  very,  very  sophisticated  preschool 
and  early  childhood  development  programs  that  involve  consider- 
ably more  than  just  taking  somebody's  birth  record  or  age  or  giving 
them  a  physical  or  something  like  that.  But  those  are  very,  very 
expensive  programs,  but  one  which — by  the  way,  I  just  think  that 
urbans  are  really  doing  quite  well  in  that,  and  it  pays  off  for  them. 
But  the  problem  is  that  once  you  get  past  3rd  grade,  that  invest- 
ment is  not  there  as  much  any  more. 

Senator  JEFFORDS.  Thank  you. 

Senator  Dodd.  Thank  you  very  much.  We  thank  both  of  you  very 
much.  We  will  stay  in  touch  with  you  and  we  appreciate  your  sup- 
port. 

Our  fourth  panel,  and  I  would  ask  them  to  join  us  as  I  introduce 
them:  Mary  Fulton  serves  as  the  Policy  Analyst  for  the  Education 
Commission  of  the  States,  based  in  Denver,  Colorado.  Ms.  Fulton 
provides  technical  assistance  and  support  to  State  leaders  on  policy 
options.  She  also  recently  co-authored  School  Finance:  A  Primer.  I 
look  forward  to  hearing  from  you,  Ms.  Fulton.  We  thank  you  for 
coming  today. 

John  Myers,  our  second  witness,  is  President  of  New  Directions 
for  Education  Policy  in  the  States,  and  has  worked  closely  with 
school  finance  issues.  He  served  as  a  3-term  member  of  the  Kansas 
House  of  Representatives.  He  also  worked  as  Education  Program 
Director  for  the  National  Conference  of  State  Legislatures,  where 
he  specialized  in  policy  related  to  finance  formula  changes  and 
major  reform  efforts.  We  welcome  you,  as  well,  Mr.  Myers.  Thank 
you  for  coming. 

Bob  Mclntyre,  our  last  witness,  is  the  Director  of  Citizens  for  Tax 
Justice,  which  represents  a  coalition  of  labor,  public  interest  and 
citizens  group.  The  agency  works  for  fair  progressive  tax  reform  at 
the  Federal,  State  and  local  levels.  He  has  published  numerous  ar- 
ticles on  various  aspects  of  tax  reform.  We  look  forward  to  sharing 
your  knowledge  and  thoughts  on  this  important  subject,  as  well. 
Thank  you  for  staying  with  us  this  morning. 

We  will  ask  you  to  keep  an  eye  on  those  clocks.  There  is  no  hook 
that  will  come  out  here  to  snag  you  and  pull  you  away,  but  if  you 
would  sort  of  watch  them  as  a  way  of  trjdng  to  wrap  up  your  re- 
marks, then  we  will  include  everything  you  say  in  the  record. 

Ms.  Fulton? 

STATEMENT  OF  MARY  FULTON,  FINANCE  POLICY  ANALYST, 
EDUCATION  COMMISSION  OF  THE  STATES 

Ms.  Fulton.  Thank  you,  Mr.  Chairman  and  Senator  Jeffords.  I 
appreciate  the  opportunity  to  speak  on  education  funding  and  re- 
form. These  two  issues  are  at  the  centerpiece  of  our  Nation's 
health. 

Our  Nation  is  at  a  critical  juncture  in  respect  to  education.  Edu- 
cation policy  activity  at  the  Federal,  State  and  local  levels  is  cross- 
ing paths,  coalescing  and  colliding.  The  ultimate  goal  of  both  the 
Federal  and  State  levels  is  to  improve  the  learning  experience  of 
all  children  and  to  prepare  them  for  the  world  of  work  and  citizen- 
ship. 
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To  prevent  negative  consequences,  a  stronger  relationship  must 
be  forged  between  the  Congress,  the  Federal  Government,  State 
and  local  policy-makers,  the  students,  educators  and  communities. 
We  are  operating  in  a  challenging  and  changing  environment. 

As  many  of  the  previous  witnesses  have  testified,  the  public  at- 
tention dollars,  optimism  and  consensus  that  followed  the  reform 
era  triggered  by  the  Nation  at  Risk  report  in  the  1980's  have  been 
replaced  by  a  crowded  social  agenda  concerned  with  health  care, 
welfare  and  crime,  more  competition  for  limited  State,  Federal  and 
local  dollars,  accompanied  by  an  anti-tax  Euid  anti-government 
waste  movement,  and  public  and  political  skepticism  about  the 
quality  of  schools  and  a  reluctance  to  provide  more  tax  dollars 
without  demonstrating  improvement. 

We  are  also  seeing  a  significant  increase  in  the  number  of  poor, 
limited  English  and  special  needs  students,  coupled  with  children 
arriving  at  school  with  greater  health,  emotional  and  intellectual 
needs. 

As  State  leaders  and  educators  move  ahead  on  educational  re- 
form, new  approaches  to  spending  must  be  sought.  The  education 
funding  dilemma  boils  down  to  four  basic  questions: 

One,  who  should  pay  for  education,  and  with  what  resources? 
Two,  how  can  money  be  distributed  in  fair  and  sufficient  ways? 
Three,  what  are  the  costs  of  providing  a  quality  education?  And, 
four,  how  can  resources  be  used  to  get  better  student  results? 

As  a  result  of  the  education  climate  and  these  four  questions, 
three  finance  related  issues  are  impacting  State  policy:  One  is 
changing  tax  systems;  two,  improving  the  equity  of  funding  sys- 
tems; and,  three,  connecting  educational  reform  and  education 
funding. 

As  far  as  changing  tax  systems,  States  are  moving  in  two  major 
and  radical  directions.  First,  is  eliminating  or  substantially  reduc- 
ing the  use  of  local  property  taxes  to  fiind  schools.  We  have  seen 
the  State  of  Michigan  basically  eliminate  the  use  of  property  taxes 
for  education,  and  Senator  Jeffords'  State  of  Vermont  is  considering 
how  to  significantly  reduce  the  reliance  on  property  taxes. 

The  second  direction  is  using  property  tax  in  different  ways  and 
to  spread  the  property  wealth  more  evenly  throughout  the  State. 
Kansas  and  Texas  are  adopting  these  types  of  approaches. 

The  second  area  is  improving  the  equity  of  State  funding  sys- 
tems. State  supreme  courts  have  ruled  12  education  funding  sys- 
tems unconstitutional  and  upheld  14  systems.  Currently,  over  half 
the  States  are  involved  in  school  finance  litigation.  I  provided  the 
staff  with  a  list  of  past  cases  as  well  as  the  current  activity. 

We  are  also  entering  a  time  when  equity  is  being  defined  more 
broadly — beyond  per  pupil  expenditure  and  tax  burdens,  to  what 
an  equal  opportunity  for  education  requires,  and  what  resources 
can  buy  to  provide  that  type  of  education. 

We  are  also  seeing  issues  of  adequacy  enter  lawsuits,  raising 
questions  around  how  much  money  is  necessEuy  to  provide  a  qual- 
ity education.  As  standards  and  higher  expectations  become  a 
greater  part  of  education  reform,  I  predict  that  adequacy  wiU  be- 
come even  more  of  an  issue.  Goals  2000  and  Opportunity  to  Learn 
Standards  may  be  included  in  this  debate. 
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The  last  trend  I  am  seeing  in  litigation  is  that  the  courts  are  tak- 
ing more  of  a  systemic  approach  to  htigation  decisions  and  stating 
that  the  entire  education  system  be  considered  when  crafting  new 
funding  solutions.  No  longer  can  we  just  look  at  the  school  finance 
system  and  how  much  money  is  being  provided  and  in  what  ways. 
We  must  look  at  how  education  funding  is  connected  to  curriculum 
and  instruction  and  teacher  professionalism. 

The  last  area  I  would  like  to  touch  on  is  connecting  education 
funding  £md  reform.  The  1990  educational  reform  efforts  are  mov- 
ing in  two  basic  directions.  First,  is  systemic  reform.  The  goal  here 
is  to  align  high  student  standards  with  various  policy  areas,  such 
as  assessment,  instruction  and  teacher  training,  to  create  a  coher- 
ent education  system.  Examples  of  this  approach  include  Groals 
2000,  comprehensive  State  education  reform  plans,  and  other  re- 
form movements  driven  by  standards. 

The  second  area  is  system  flexibility  and  diversity.  The  goal  here 
is  to  create  schools  and  districts  that  allow  for  flexibility  and  inno- 
vation in  instruction,  curriculum,  decision-making,  and  choice. 
Ideally,  both  of  these  approaches  could  coexist  and  promote  sus- 
tained and,  most  importantly,  spread  innovation  throughout  the 
entire  education  system.  Currently,  the  education  system  cannot 
handle  too  much  diversity,  nor  can  it  provide  enough  continuity  for 
high  standards  and  quality. 

Successful  education  reform  must  include  funding,  taxation  and 
cost  issues.  We  need  to  answer  the  following  questions:  How  much 
does  quahty  education  cost?  How  should  money  be  spent  to  im- 
prove student  learning  and  make  the  education  system  more  effec- 
tive and  more  cost-efficient?  And  what  role  should  Federal,  State 
and  local  governments,  district  schools  and  communities  play  in 
supporting  education  and  making  funding  and  budget  decisions? 

In  summary,  our  Nation  cannot  afford  to  under-fund,  over-fiind 
or  misuse  resources,  especially  when  budget  constraints  are  tight- 
ening, demographic  changes  are  stretching  social  systems,  commu- 
nities are  unraveling,  violence  is  spreading,  citizens  are  question- 
ing the  quality  of  government  services,  and  economic  competition 
is  intensifying. 

For  true  and  sustained  education  reform  to  occur,  all  threads  of 
the  education  system  must  be  pulled  together,  including  finance. 
Additionally,  we  must  include  flexibility,  diversity,  accountability 
and  public  involvement  into  the  educational  system. 

The  Federal  Government  must  work  in  partnership  with  States, 
districts,  schools  and  communities,  to  allow  the  flexibility  and  op- 
portunity for  innovation  that  is  necessary  for  systemic  reform. 

Thank  you. 

Senator  DODD.  Thank  you  very  much. 

[The  prepared  statement  of  Ms.  Fulton  follows:] 
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Testimony  lo  U.S.  Senate  Budget  Committee 
Concerning  Policies  on  Education  Finance,  Taxation  and  Reform 

Mary  Fulton,  Policy  Analyst 

Education  Conrunission  of  the  States 

707  17th  Street,  Suite  2700 

Denver,  CO   80202 

March  4,  1994 


Mr.  Chairman  and  Members  of  the  Committee: 

I  vn  Mary  Fulton,  of  the  Education  Commission  of  the  States.  ECS  is  a  national,  nonprofit, 
nonpartisan  education  organization  that  works  primarily  with  state  leaders.  Our  nation  is  at  i 
unique  juncture  in  respect  to  education.   On  one  hand,  Congress  is  in  the  midst  of  adopting 
Goals  2000,  reauthorizing  the  Elementary  and  Secondary  Education  Act  and  has  increased 
their  interest  in  education  reform  and  eduC(.tion  Unance  equity.  At  the  same  time,  States 
continue  to  move  ahead  on  comprehensive  education  reform  plans,  develop  high  student 
academic  standards,  provide  more  flexibility  in  the  education  system  and  struggle  with 
reducing  spending  disparities  among  districts. 

Education  policy  activity  at  the  national,  federal,  state  and  local  levels  Is  crossing  paths, 
coalescing  and  colliding.  The  ultimate  goal  at  both  federal  and  state  levels  is  to  improve  the 
learning  experience  of  all  students  and  prepare  them  for  the  world  of  woric  and  citizenship. 
While  this  goal  is  in  our  nation's  best  interest,  it  continues  to  present  a  national  challenge  as 
the  various  levels  of  policymaking  strive  to  make  the  changes  each  feels  is  necessary.  To 
prevent  negative  consequences,  a  stronger  relationship  must  be  forged  between  Congress,  the 
federal  government,  state  policy  makers  and  their  staff,  state-based  policy  organizations, 
educators,  students  and  the  public. 


Education  CUmaU 

The  public  attention,  dollars,  optimism  and  consensus  that  followed  the  reform  era  triggered 

by  "A  Nation  At  Risk"  io  the  1980s  have  been  replaced  by: 

•  A  crowded  social  agenda  concerned  with  health  care,  welfare  and  crime 

•  More  competition  for  limited  federal,  state  and  local  dollars  accompanied  by  a 
growing  anti-tax  and  anti-govemmental-waste  movement 

•  A  resurgence  of  school  finance  litigation  over  inequities  in  state  funding  systems 

«         Public  and  political  skftpticism  about  the  quality  of  schools,  a  reluctance  to  provide 
additional  dollars  without  demonstrating  student  improvement,  and  confusion  over 
which  education  reform  approaches  should  be  pursued 

•  A  push  for  market  forces  and  private  sector  practices  in  public  education 
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A  significant  increase  in  the  number  of  poor,  limited-English  and  special  needs 
students,  coupled  with  children  arriving  at  school  with  greater  health,  emotional  and 
intellectual  setbacks 

The  prevalence  of  violence,  drugs  and  guns  places  safety  above  education  for  many 
parents  and  youth. 


As  state  leaders  and  educators  nK>ve  ahead  on  education  reform,  new  approaches  to  funding 
must  be  sought  School  finance  could  help  to  drive  the  reform  movement,  but  it  typically  has 
played  the  role  of  a  "ball  and  chain"  and  has  operated  on  a  separate  track.  Although  state 
supreme  courts  have  denumded  more  school  finance  equity,  there  are  many  other  reasons  for 
changing  education  funding  policies. 

Reasons  For  Changing  Funding  Policies 

1.  Questions  about  which  level  of  government  should  pay  what  portion  of  education 
support  -  federal,  state,  local  •  remain  unresolved.  Additionally,  the  debate  over  which 
tax  revenues  should  be  used  to  ftind  education  and  how  they  should  be  used  is  a 
constant  source  of  tension  among  lawmakers,  the  public,  business  leaders,  educators 
and  others. 

2.  Twenty-five  years  of  equity  litigation  have  produced  only  modest  improvements  in 
reducing  spending  disparitiM.  reflected  in  part  by  the  number  of  states  (over  iialf) 
involved  in  such  legal  challenges.  Finance  lawsuits  have  centered  around  making 
pupil  expenditures  and  tax  burdens  equal  Equity  and  adequacy  discussions  in  the 
future  must  focus  more  on  student  results,  higher  standards  and  providing  equal 
opportunities  for  a  quality  education. 

3.  Sufficient  information  is  not  available  about  the  funding  implications  of  education 
reform  and  innovation;  therefore,  initiatives  arc  often  avoided,  scaled  back  or 
abandoned.  Better  information  is  needed  about  how  much  refonns  cost  and  how  to 
spend  existing  (and  new)  money  in  more  reform-oriented  ways. 

4.  The  relationship  between  money,  quality  and  achievement  is  not  well  understood,  and, 
as  a  result,  resources  are  not  always  used  In  ways  that  promote  stronger  learning. 
Methods  of  distributing  resources  promote  mar^nal,  rather  than  significant 
improvements,  reward  "labeling"  and  tracking  of  special-needs  students,  and  tie 
schools  to  fairly  rigid  spending  patterns. 


The  education  funding  dUenuna  bolls  down  to  four  key  questions: 

1.  Who  should  pay  for  education  and  with  what  resources? 

2.  How  can  money  be  distributed  in  fair  and  sufficient  ways? 

3.  What  are  the  costs  of  providing  a  quality  education  for  all  students? 

4.  How  can  resources  be  used  to  get  better  student  results? 
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State  Responses 

As  a  result  of  the  education  climate  and  the  four  questions  listed  above,  three  finance-related 

issues  are  impacting  state-  policy: 

1.  Changing  tax  systems 

2.  Improving  the  equity  of  funding  systems 

3.  Connecting  education  funding  and  reform 

Changing  Tax  Systems 

States  are  moving  in  two  major,  radical  directions: 

1.  Eliminating,  or  substantially  reducing,  the  use  of  local  property  taxes  for 
education. 

2.  Using  property  tax  in  ways  that  spread  property  wealth  more  evenly  throughout 
the  state. 

States  that  are  moving  toward  eliminating  the  reliance  on  local  property  tax  are  consequently 
taking  on  a  greater  portion  of  education  funding  through  a  mix  of  state  and  some  local  taxes 
(some  of  which  might  be  property  taxes).  This  policy  strategy  responds  to  voter  discontent 
over  property  taxes  and  attempts  to  eliminate  potential  per  pupil  fiscal  inequities  created  by  a 
dependence  on  local  property  wealth.  Michigan  and  Vermont  are  moving  in  this  direction, 
and  other  states  are  following  suit 

The  other  approach  recognizes  that  property  taxes  are  a  great  source  of  school  revenues  and 
account  for  40  percent  of  a  state's  wealth.  The  problem  lies  in  how  property  taxes  have  been 
used.  Currently,  local  property  tax  is  kept  in  the  district  from  which  it  is  collected  -  the 
"what's  raised  here,  stays  here"  philosophy.  Consequently,  districts  can  raise  different  levels 
of  funding  based  on  their  property  values,  creating  a  situation  in  which  the  amount  spent  on  a 
child's  education  is  greatly  determined  by  the  district's  property  wealth.  Kansas  and  Texas 
are  adopting  policies  to  use  property  tax  at  county,  regional  or  state  levels  to  create  more 
funding  equity  among  districts. 


Improving  the  Equity  of  State  Funding  Svstems 

To  date,  state  supreme  courts  have  ruled  12  education  funding  systems  unconstimtional  and 
upheld  14  systems.  Lower  courts  m  Alabama  and  Missouri  have  found  their  funding  systems 
to  unconstitutional,  however,  the  states  do  not  plan  to  appeal. 

National  Litigation  Trends  and  Observations 

1.  More  states  are  involved  in  school  finance  litigation  than  any  other  time  in 
history  -  cunentiy  over  half.  Cases  are  being  drawn  out  over  a  number  of 
years  because  legislative  responses  are  not  being  accepted  by  the  courts. 

2.  Courts  are  looking  beyond  per  pupil  expenditure  and  tax  burdens  in  defining 

equity.  More  focus  in  being  placed  on  how  to  determine  equal  opportunities 

for  &  quality  education  and  what  resources  can  buy  to  provide  such  an 
education  (i.e.,  teachers,  services,  materials,  equipment,  facilities,  etc.). 


445 


3.  Adequacy  issues  are  entering  the  lawsuits  with  questions  around  what  does  an 
"adequate"  (and  quality)  education  costs.   Although  no  clear  definition  of 
adequacy  exists,  the  issue  will  probably  gain  attention  as  higher  expectations 
and  standards  become  a  greater  pan  of  education  reform  efforts. 

4.  Courts  are  becoming  more  involved  in  decisions  and  might  present  "guidelines" 
for  state  lawmakers  to  follow  in  crafting  solutions.   Courts  are  inclined  to:  1) 
demand  that  particular  issues  receive  attention;  2)  declare  that  a  "band-aid" 
approach  will  not  be  acceptable;  3)  insist  that  the  interests  of  every  student  be 
taken  into  account;  and  4)  rule  that  wide  disparities  in  local  spending  will  not 
be  tolerable,  unless  they  are  related  to  education  needs  or  certain  conditions. 

5.  Courts  are  taking  a  "systemic"  approach  to  finance  litigation  decisions  by 
stating  that  funding  plays  an  important  role  in  providing  a  quality  education  for 
all  students  and  that  the  entire  education  system  must  be  taken  into  account 
when  designing  new  funding  systems. 

6.  Limited  budgets  and  anti-tax  sendmcnts  arc  making  equity  and  adequacy 
solutions  difficult  In  general,  states  are  increasing  taxes,  taking  from  other 
pieces  of  state  budgets,  redistributing  the  existing  education  dollars  or  local 
wealth  (i.e.,  pooling  tax  revenue  among  districts  or  at  the  state  level),  or  a 
combination  of  these. 


Connecting  Education  Funding  and  Reform  ',    - 

The  1980s  presented  "copy-cat"  top-down,  piecemeal  reform  initiatives  which  were  valuable, 
but  not  sufficient  TTic  1990s  education  reform  efforts  are  moving  in  two  basic  directions: 

1.  Systemic  Reform 

The  goal  is  to  align  high  student  standards  with  various  policy  areas 
(assessment  curriculum,  instruction,  teacher  training,  governance,  professional 
developnjcnt)  to  create  a  "coherent"  education  system.  Examples  of  this 
approach  include  Goals  2000,  comprehensive  state  education  reform  plans  and 
other  efforts  driven  by  standards. 

2.  System  Flexibility  and  Diversity 

The  goal  is  create  schools  and  districts  that  allow  for  flexibility  and  innovation 
in  instruction,  curriculum,  decision  making  and  choice.  Examples  include 
magnet  schools,  alternative  schools,  charter  schools,  public  school  choice,  New 
American  Schools  £>eveIopment  Corporation  schools  and  national  reform 
networks  directed  by  experts  such  as  James  Comer,  Hank  Levin,  Ted  Sizer  and 
Robert  Slavin. 

Ideally,  both  approaches  could  co-exist  to  promote,  sustain  and  spread  innovation  throughout 
the  entire  education  system.  Currcntiy,  the  education  system  cannot  handle  too  much 
diversity,  nor  can  it  provide  enough  continuity  for  high  standards  and  quality. 


446 


Successful  education  reform  must  include  funding,  taxation  and  cost  issues.   Questions  cannot 
be  answered  that  might  help  integrate  education  reform  and  finance.   The  education  and 
funding  systems  arc  not  structured  to  provide; 

•  Accessible  and  usable  infonnation  about  spending  patterns 

•  Strategies  to  target  dollars  to  improve  learning,  effectiveness  and  efficiency 

•  Flexibility  in  spending  arid  budget  decisions 

•  Incentives,  rewards  and  sanctions 

•  Fiscal  and  academic  accountability 

•  Options  for  determining  teacher  salaries 

•  Shared  resources  among  education  and  social-service  agencies. 


Research  and  funding  models  are  needed  to  answer  the  following  questions: 
a.^       How  much  docs  a  quality  education  cost?  How  much  is  necessary  for  different 
students  in  different  circumstances? 

b.  How  should  money  be  spent  to  improve  student  learning  and  make  the  education 
system  more  effective  and  cost  efficient? 

c.  How  can  funding  Issues  become  more  inugratcd  into  system-wide  ec'jcation  reform 
efforts? 

d.  What  role  should  federal,  state  and  local  governments,  districts,  schools  and 
communities  play  in  supporting  education  and  maldng  funding/budget  decisions? 


Summary  Remarks 

Our  nation  cannot  afford  to  underfund,  overfund  or  misuse  resources,  esp«nally  when  budget 

constraints  are  tightening,  demogr^hic  changes  are  stretching  social  systems,  communities 
arc  unraveling,  violence  is  spreading,  the  public  is  questioning  the  quality  of  government 
services  and  economic  corr^tition  is  intensifying.  Improving  education  is  threaded  through 
all  of  these  Issues,  but  will  be  more  difficult  if  cost  and  spending  issues  are  not  part  of  the 
solutions.  To  date,  finance  reform  has  focused  on  pieces  of  the  problem  and  factors  that 
don't,  by  themselves,  promote  quality  education.  For  true  and  sustained  education  reform  to 
occur,  all  "threads"  of  the  system  must  be  pulled  together,  includirrg  finance.  Additionally, 
flexibility,  diversity,  accountability  and  public  involvement  must  be  bmlt  into  the  education 
system. 

Policy  makers,  educators,  business  and  community  leaders  and  the  public  must  have  the  will 
and  courage  to  change  how  education  is  funded  and  delivered.  The  federal  government  must 
work  in  partnership  with  states,  districts  and  schools  to  allow  the  flexibility  and  opportunity 
for  innovadon  that  is  necessary  for  systemic  reform. 


Tht  Education  Commisjlon  of  ih$  States  (ECS)  U  a  nonprofu,  nationwidt  compact  formed  in  1965  to  help  governors. 
Slate  legislators,  state  education  officials  and  others  develop  policies  to  improve  the  quality  (^Education.  Forty-nine 
states,  the  District  <^  Columbia,  American  Samoa.  Puerto  Rico  and  the  Virgin  Islands  are  members.  The  ECS  office 
is  located  in  Denver,  Colorado. 
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Senator  Dodd.  Mr.  Myers? 

STATEMENT  OF  JOHN  L.  MYERS,  PRESmENT,  NEW 
DIRECTIONS  IN  EDUCATION  POLICY 

Mr.  Myers.  Thank  you,  Mr.  Chairman  and  Senator  Jeiffords. 

It  is  a  pleasure  to  be  here.  Mary  and  I  have  testified  in  similar 
situations  in  numerous  States  over  the  past  several  years,  but  this 
is  the  first  time  that  we  have  had  an  opportunity  to  visit  with  any 
congressional  committees. 

^^en  I  was  working  with  the  National  Conference  of  State  Leg- 
islatures as  their  Education  Program  Director,  we  targeted  some  of 
the  States  that  were  working  on  school  finance  equity  concerns  and 
tried  to  assist  them. 

So  I  thought  the  best  thing  for  me  to  do  was  start  where  you  are, 
as  you  try  to  realistically  rethink  the  issues  of  a  different  way  to 
fund  public  education.  We  do  help  rethink  these  issues  with  indi- 
vidual States,  and  it  becomes  a  very  complex  issue.  It  becomes  a 
very  complex  issue,  because,  as  you  are  aware,  most  of  the  money 
that  is  used  is  State  and  local  money.  But  each  State  is  very  dif- 
ferent in  how  they  approach  that  State  and  local  money. 

Often,  as  they  think  about  going  through  some  kind  of  reform, 
the  States  are  driven  to  it  fi"om  various  catalysts.  It  could  be  the 
courts,  like  in  Kentucky,  or  it  could  be,  hke  in  Oklahoma,  where 
the  governor  said  he  wanted  to  reduce  dramatically  or  get  rid  of 
property  taxes.  Or  it  could  be  from  other  places  that  the  catalyst 
for  change  comes. 

Jonathan  Cozell's  book,  for  example,  was  certainly  read  by  a 
number  of  legislators.  When  I  was  working  with  the  Kansas  re- 
form, the  Speaker  of  the  House  actually  read  from  the  book  as  he 
was  testifying  before  the  committee. 

These  are  just  examples  of  States  where  we  have  worked.  I  per- 
sonally have  been  in  42  States  and  have  worked  closely  with  major 
reforms  in  at  least  a  dozen  of  those  States.  The  overwhelming  fact 
that  we  find  is  that  each  State  has  to  rethink  the  answers  to  the 
questions  that  Mary  was  laying  out  for  you.  There  are  philosophi- 
cal problems,  there  are  teclmical  problems,  and  there  are  political 
problems  in  adopting  a  new  school  finance  equity  system.  And 
those  systems  right  now  vary  a  great  deal,  as  we  look  across  the 
country. 

But  one  of  the  things  we  have  learned  is  that  the  States  that 
have  passed  major  education  finance  reform  have  typically  done  it 
because  they  have  been  able  to  tie  it  to  major  educational  improve- 
ment. They  have  led  with  the  fact  that  they  needed  to  make  policy 
changes  to  improve  the  system  and  by  the  way,  there  is  a  tax  in- 
crease and  a  finance  change  that  goes  with  it. 

That  is  one  of  the  conclusions  that  is  in  the  book  called  Voters 
and  School  Finance,  that  was  put  out  by  the  National  Conference 
of  State  Legislatures. 

They  also  then  have  found  that,  in  order  to  make  major  changes 
in  school  finance  equity  in  States,  it  has  typically  meant  higher 
State  level  taxes.  Sometimes  that  is  translated  into  considerably 
more  money  for  education  and  sometimes  it  is  not.  It  has  been  a 
tradeoff. 
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As  you  know,  the  National  numbers,  the  trend  is  such  that  the 
State  level  taxes  have  gotten  larger  and  the  local  property  taxes  as 
a  percentage  of  the  total  have  been  going  down.  Now  that  has  not 
been  as  true  in  the  last  couple  of  years,  but  certainly  from  1983 
through  1989  or  1990,  that  was  very  clearly  the  trend,  and  it  has 
been  a  trend  over  a  long  period  of  time. 

In  my  written  testimony,  I  picked  out  three  States  that  we  have 
recent  information  about  and  I  wrote  a  little  bit  about  why  it  is 
that  this  is  a  complex  and  difficult  problem.  To  summarize  that, 
there  are  a  lot  of  differences  out  there  in  the  States.  For  example, 
the  number  of  school  districts — and,  Mr.  Chairman,  you  were  talk- 
ing about  Connecticut  and  some  of  its  situations — Nebraska  has 
nearly  800  school  districts,  where  Kansas  has  about  300,  and  Lou- 
isiana has  66. 

When  you  think  about  the  differences  that  causes  in  problems  for 
the  State,  certainly  Kansas  and  Nebraska  have  to  worry  about  a 
size  factor.  In  Nebraska  alone,  there  are  478  school  districts  that 
have  13,173  pupils.  That  means  that  it  is  very  difficult  to  get 
enough  good  information  around  their  taxes,  their  expenditures 
and  student  data.  Also,  local  dollars  are  very  different. 

We  recognize  that  property  taxes  make  up  most  of  the  local  taxes 
in  States.  But  when  thinking  nationwide,  you  have  examples  like 
Louisiana  which  has  a  sales  tax  as  part  of  their  local  mix.  Some 
States  have  income  taxes.  We  have  been  working  in  Nebraska  re- 
cently, and  Nebraska  has  what  they  call  an  income  tax  rebate.  It 
is  where  the  income  taxes  that  come  in  from  any  one  school  dis- 
trict, 20  percent  of  that  State  income  tax  is  returned  to  that  school 
district.  So  that  is  part  of  the  funding  mix,  and  it  matters  what  the 
local  sources  of  money  are  in  terms  of  finance  equity. 

When  considering  the  State  share  versus  local  share,  tradition- 
ally, the  southeastern  States  have  been  much  higher  in  terms  of 
the  State  share  of  dollars,  and  local  dollars  have  tended  to  be  high- 
er in  the  West  or  the  Northeast.  This  is  important,  because  it 
raises  several  issues.  One  is  the  fact  that  even  though  more  equity 
tends  to  come  from  those  States  that  have  a  higher  State  share,  it 
is  not  necessarily  that  they  are  correlated.  You  could  have  a  State 
that  has  a  very  high  State  share  of  funding,  but  still  has  an  inequi- 
table situation  because  of  the  way  the  money  is  spent  in  local 
school  districts. 

Some  States  have  different  objectives  for  their  finance  systems. 
The  example  I  use  is  Nebraska,  when  they  just  did  their  major 
school  finance  reform,  they  opted  to  put  emphasis  on  decreasing 
the  correlation  between  tax  effort  or  property  tax  levies  and  ex- 
penditure. Before  their  new  law  passed  3V2  years  ago,  there  was 
no  correlation.  In  fact,  it  was  a  negative  correlation.  After  the  new 
finance  formula  has  passed,  there  is  now  a  positive  correlation  of 
.53,  which  is  somewhat  significant. 

I  want  to  close  by  again  emphasizing  the  fact  that  States  have 
found  that  making  a  school  finance  equity  change  is  a  very  difficult 
issue  to  deal  vdth.  They  have  to  make  decisions  around  how  they 
are  going  to  define  student  need,  how  they  are  going  to  define  is- 
sues of  wealth,  local  wealth  particularly. 

But  ultimately,  inequity  can  still  exist  even  regardless  of  the 
source.  It  is  both  a  taxpayer  equity  issue  and  it  is  a  student  need 
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issue.  Both  parts  of  the  formula  need  to  be  considered.  Very  few 
of  us  work  directly  with  States  to  try  to  help  them  implement 
school  finance  equity  ch£inges.  We  try  to  do  it  by  getting  sufficient 
information  to  deal  with  the  details,  but  that  requires  very  State- 
specific  kinds  of  information. 

Thank  you. 

Senator  DODD.  Thank  you  very  much.  It  is  very,  very  worthwhile. 
There  is  obviously  a  lot  more  information  you  can  share  with  us 
here  as  a  result  of  your  work  and  studies.  There  is  a  great  variety 
out  there,  as  you  point  out,  and  it  is  worth  noting. 

[The  prepared  statement  of  Mr.  Myers  follows:] 


Written  Testimony  Ccncerning  Education  Finance  Equity  for  Elementary  ana 

Secondary  Schools 

United  States  Senate  Budget  Connmittee 

Marcfi  4,  1994 
by  John  L.  Myers 

^r.  Chairman  and  members  of  the  Committee. 


Finding  ways  to  use  an  increased  investment  of  federal  dollars,  to  assure  equity  of 
education  funding  and  encourage  educational  improvement,  will  be  very  difficult.   State 
Legislaturea  have  been  struggling  with  this  complex  problem  and  have  found  the 
challenges  to  be  Increasing. 

The  challenges  include,  but  are  not  limited  to:  public  opinion  that  schools  are  failing, 
fewer  voters  with  a  direct  link  to  public  education,   increasing  demands  for  greater 
achievemeht,  and  tight  budgets.   In  light  of  these  challenges,  some  states  have  taken 
action.  Often  a  catalyst  for  action  was  needed  to  see  significant  action.   Slate  courts 
have  played  that  role  in  several  states.   Governors'  proposals  have  led  to  action  In 
other  states.    Ultimately,  improvement  In  education  finance  equity  has  come  when  the 
members  of  State  Legislatures  have  stepped  foPA/ard  on  the  issue. 

Kentucky  Is  the  state  best  known  for  its  significant  change  that  was  prompted  by  the 
courts.  The  Kentucky  Supreme  Court  not  only  declared  the  state's  finance  formula 
unconstitutional,  but  also  voided  all  laws  pertaining  to  education.    The  legislature 
setup  a  task  force  that  divided  into  three  subcommittees:  curriculum,  governance  and 
finance.   The  result  was  the  Kentucky  Education  Reform  Act  (KERA).   KERA  Included 
Increased  state  taxes  and  precedent  setting  educational  Improvement  policy. 

The  Oklahoma  Legislature  responded  to  Governor  Bellmon's  property  tax  proposal  by 
charging  Task  Force  2000  with  the  responsibility  of  developing  an  education  finance 
and  refonn  package.  The  legislature  passed  HB1019  and  a  statewide  vote  upheld  the 
change.   It  included  Increased  state  taxes  for  educational  improvement. 

In  1990,  the  Oregon  voters  passed  Measure  5  that  rolled  back  property  taxes.  The 
members  of  the  Oregon  legislature  responded  by  passing  a  school  finance  equity  bill 
and  a  comprehensive  education  reform  bill.    Both  bills  involved  strong  legislative 
leadership  support. 
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These  states  ana  many  others  ciffer  in  why  they  began  efforts  to  improve  finance 
equity.   They  are  similar  Decause  of  the  legislative  leadership   needed  to  proceed. 
States  generally  have  been  successful  when  they  have  tied  tax  increases  to 
educational  improvement.    Most  states  have  found  it  necessary  to  increase  state  level 
taxes  to  pass  school  finance  formula  changes 

The  difficulty  in  determining  if  progress  toward  equity  is  being  made,  is  in  the 
difference  in  states    To  demonstrate  that  point,  I  would  like  to  highlight  three  states  in 
which  I  have  recently  received  in  depth  information.    Kansas,  Nebraska  and  Louisiana 
have  all  recently  improved  their  education  finance  equity.   They  have  similar  formulas. 
The  difficulty  in  evaluating  their  finance  equity  Improvement  is  obvious  when  you  look 
at  the  states. 

(1.)  Number  of  districts,  Nebraska  has  776  districts,  Kansas  304  and  Louisiana 
68.  The  478  Nebraska  districts  in  Class  i  have  just  13,173  pupils.  Detailed  information 
on  taxes  and  expenditures  for  these  districts  is  very  difficult  to  obtain.  (Table  1). 

(2.)  How  local  dollars  are  raised.    Louisiana's  local  taxes  include  sales  taxes. 
In  fact,  more  local  revenue  is  generated  from  sales  taxes  than  property  tax.  ACIR 
data  is  needed  to  adopt  a  formula  that  recognizes  the  difference  in  local  tax  effort. 
Nebraska  sends  back  to  local  school  districts  20%  on  the  state  income  tax  paid  by 
residents  of  that  district.  There  is  debate  about  whether  this  revenue  should  be 
counted  as  local  taxes  of  state  taxes.   We  know  that  property  wealth  for  "property  rich" 
districts  are  growing  faster  than  for  "property  poor"  districts  in  Nebraska.  (Table  5B 
and  Chan  2).    Kansas  property  has  recently  been  reappraised.    Property  taxes,  in  the 
new  school  finance  formula,  have  been  viewed  as  a  statewide  resource. 

(3.)  State  share  vs.  local  share.  Louisiana  has  long  been  a  state  with  a  high 
share  of  revenue  from  the  state  level.  Nebraska  has  long  been  a  state  where  the 
local  property  tax  has  accounted  for  a  high  percentage  of  revenue.  Despite  increases 
due  to  the  new  formula,  they  are  still  less  than  45  %  of  state  dollars.  Kansas  was 
below  the  national  average  of  state  share  before  their  new  formula  at  about  45  %. 
Now  the  statewide  property  tax  could  be  considered  a  state  resource,  so  very  few 
dollars  come  from  the  local  share 

(4.)  Different  objectives.   The  objectives  of  school  finance  equity  are  often 
categorized  as  taxpayer  equity  and  student  needs.   When  considenng  student  need, 
these  states  differ  because  Nebraska  and  Kansas  have  an  adjustment  for  the  size  of 
districts.  The  recent  district  court  ruling  in  Kansas,  upheld  the  new  formula  except  for 
the  way  the  new  low  enrollment  funding  was  established.  All  of  the  states  made 
progress  on  both  objectives,  but  Nebraska  emphasized  the  relationship  between  tax 
levy,  i.e.,  property  tax  effort,  and  spending  per  pupil.    Before  the  new  formula  was 
passed  (1988-89  school  year),  the  correlation  between  those  two  were  a  negative  .09. 
In  1991-92  the  correlation  became  a  positive  .53. 

Significant  federal  dollars  to  increase  equity  would  best  be  done  through  dollars  given 
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to  states.   This  is  because  of  the  many  differences  in  states,  the  increasing  size  of  the 
state  snare  of  school  revenues,  and  the  fundamental  state  responsibility  for  funding 
education  The  complexity  involved  would  require  significant  additional  evaluation  of 
current  financing  systems.     A  fev*^  states  have  recently  put  in  place  school  finance 
review  committees.   Their  studies  could  determine  if  their  stale  specific  goals,  for  more 
equity,  were  being  met  by  their  formulas    Increasing  federal  dollars  to  gain  more 
equity,  would  be  difficult  to  determine  outside  of  state  specific  objectives  and 
differences. 


TABLE  1 

NUMBER  OF  SCHOOL  DISTRICTS  AND  ADM  PUPILS  IN  NEBRASKA  IN 
1988-89  AND  1991-92  BY  CLASS  OF  DISTRICT 


^9?1-?2 


Districts 

ADM 

Districts 

^v  Class 

1 

562 

14,906 

II 

53 

7,679 

III 

222 

172,419 

IV 

1 

25,964 

V 

1 

40.051 

VI 

22 

4,162 

Districts  ADM 


478 

13,173 

51 

7,316 

224 

180,523 

1 

28,212 

1 

41.314 

21 

4,158 

Total  861  265,181  776  274,694 
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IMOLC    OO 


DEMOGRAPHIC  CHARACTERISTICS  OF  CLASS  II  AND  CLASS 
SCHOOL  DISTRICTS  IN  NEBRASKA  ORGANIZED  INTO 
WEALTH  QUINTILES  IN  1988-89  AND  1991-92 


Wealth  Quintiie 

Demographic 

Characteristic 

L9VY?Sl 

Second 

Third 

Fpurtn 

Hiahest 

Number  of  Pupils 

1988-89 

34,828 

36,313 

36,706 

35,892 

36,356 

1991-92 

37,530 

31.351 

43.413 

37.642 

37,896 

Nunoer  of  Districts 

1988-89 

28 

31 

21 

82 

113 

1991-92 

26 

21 

28 

82 

118 

Prooertv  Value  oer  PudII 

1988-89 

S85,919 

$115,455 

$132,840 

$166,057 

$250,787 

1991-92 

$97,878 

$134,252 

$154,795 

$202,495 

$314,828 

incqme  p^f  Pypn 

1988-89 

$43,256 

$49,587 

$47,604 

$47,609 

$52,682 

1991-92 

$50,487 

$61,490 

$60,058 

$53,999 

$58,755 

Soecial  Education  % 

— .. 

1988-89 

10.3% 

11.5% 

11.5% 

11.9% 

10.5% 

1991-92 

11.8% 

^2.5% 

12.0% 

12.1% 

11.3% 

Free  Luncti  % 

1988-89 

16.0% 

17.7% 

9.2% 

17.0% 

14.4% 

1991-92 

17.0% 

18.7% 

10.3% 

16.7% 

15.2% 
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PROPERTY  WEALTH  PER  PUPIL  IN  1988-89  AND  1991-92  FOR 
CLASS  II  AND  III  DISTRICTS  BY  WEALTH  QUINTILE 
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Senator  DODD.  Mr.  Mclntyre? 

STATEMENT  OF  ROBERT  S.  McINTYRE,  DIRECTOR,  CITIZENS 

FOR  TAX  JUSTICE 

Mr.  McIntyre.  Thank  you,  Mr.  Chairman. 

I  appreciate  the  opportunity  to  be  here.  I  think  the  main  reason 
I  was  asked  to  testify  today  was  to  talk  about  ways  of  raising 
money  to  help  pay  for  education  reform.  But  first  I  want  to  look 
at  the  current  way  we  pay  for  education,  to  just  briefly  talk  about 
some  of  the  advantages  and  disadvantages  of  the  current  approach, 
particularly  of  local  fingincing. 

Often,  people  complain  about  local  financing  of  schools,  because 
of  disparities  among  districts.  But  I  think  we  also  need  to  recognize 
the  big  advantages,  as  well  as  potential  disadvantages,  that  local 
financing  entails.  The  big  one  is  that  when  people  raise  the  money 
locally,  they  are  quite  likely,  when  it  is  going  to  help  their  kids  and 
the  local  children  in  their  area,  to  spend  more  on  education  than 
they  otherwise  would.  And  wealthier  people  are  also  more  likely  to 
keep  their  kids  in  the  public  schools,  which  is  good  for  the  public 
school  system. 

If  you  move  too  far  away  fi*om  local  financing  and  you  do  not 
spend  enough  in  areas  that  can  afford  to,  I  think  you  endanger  the 
public  school  systems  there,  and  that  is  bad  for  everybody,  includ- 
ing both  poor  and  wealthy  kids,  I  think,  because  I  beUeve  in  the 
public  school  system. 

The  big  disadvantage  that  people  find,  obviously,  is  that  some 
districts  are  better  off  than  others  and  have  a  much  easier  time 
raising  enough  money  to  adequately  educate  their  children.  That  is 
a  problem  that  has  to  be  addressed,  either  at  the  State  or  perhaps 
Federal  level.  But  I  think  we  need  to  distinguish  that  from  a  so- 
called  problem  that  I  do  not  think  is  a  problem,  that  is,  wealthy 
people  spending  a  lot  on  their  kids'  education. 

Sometimes  people  complain  and  say,  gee,  this  school  district  is 
spending  $15,000  per  kid,  we  have  got  to  stop  that.  And  it  has  been 
proposed  to  stop  that  in  some  places.  But  I  think  people  who  are 
proposing  to  stop  it  are  basically  nuts.  If  rich  people  want  to  spend 
a  lot  on  educating  their  kids,  that  is  good  for  the  kids  and  it  is  good 
for  the  country.  Our  real  problem  is  that  the  poorer  kids  are  not 
getting  enough  money,  not  that  some  rich  kids  have  too  good  a 
public  education. 

Now,  when  people  complain  sometimes  about  local  taxes,  they 
usually  focus  on  the  property  tax,  which  makes  sense,  because  that 
is  the  basic  local  tax,  although  it  is  not  the  only  one.  As  John  has 
already  talked  about  here  today,  there  are  a  lot  of  local  sales  taxes, 
even  a  few  local  income  taxes.  And  if  you  rank  the  property  tax  on 
fairness  grounds,  people  say,  gee,  obviously,  people's  houses  decline 
a  share  of  their  income  as  they  get  richer.  So  probably,  it  is  a  re- 
gressive tax.  Well,  the  residential  property  tax  is  regressive,  but  it 
is  not  any  more  regressive  than  a  local  sales  tax. 

And  when  you  throw  in  the  business  property  taxes,  which  are 
about  a  third  of  the  property  taxes  paid,  then  Henry  Aaron  at 
Brookings  thinks  the  property  tax  overgdl  may  be  progressive.  I  am 
not  sure  if  that  would  be  true  everywhere.  It  probably  is  true  in 
many  States  that  have  homestead  exemptions.  We  will  be  putting 


456 

out  a  major  new  study  on  this  issue  this  summer  which  we  will  be 
happy  to  share  with  you  when  we  get  it  done. 

In  other  words,  if  you  are  looking  at  local  financing  and  you  see 
some  merit  in  it,  as  I  do,  and  you  say,  well,  gee,  maybe  it  is  the 
property  tax  I  do  not  like,  well,  compared  to  the  alternatives,  which 
are  largely  sales  taxes,  you  might  start  to  like  the  property  tax 
quite  a  lot  better. 

Now,  States  have  worked  quite  hard  over  the  years,  many  States, 
anyway,  to  try  to  deal  with  the  inequality  problem  among  districts, 
with  quite  varjring  results.  Some  do  a  pretty  good  job  of  evening 
things  out,  and  some  do  quite  less  than  a  good  job. 

In  Michigan  recently,  they  have  dealt  with  one  of  the  biggest 
problems,  at  least  in  part.  As  part  of  their  wacky  repeal  the  prop- 
erty tax  scheme,  they  actually  did  some  good  things,  one  of  which 
was  that  they  have,  at  least  in  part,  made  the  business  property 
tax  in  Michigan  a  statewide  t£ix,  and  that  really  evens  things  out 
among  districts  tremendously. 

Otherwise,  you  know,  it  just  depends  where  the  factory  is.  You 
could  have  the  same  tax  rate  in  neighboring  districts  and  spend 
twice  as  much  on  education  in  one  as  the  other,  especially  in  a 
place  like  Michigan,  which  has  560  districts,  some  of  which  are 
tiny.  You  can  have  hugely  disparate  results  even  with  similar  prop- 
erty tax  rates,  because  of  the  differences  in  locations  of  businesses. 

And  as  part  of  their  reform  program — we  cannot  tell  exactly 
what  their  final  reform  program  will  be  until  the  voters  act  later 
on — they  are  going  to  have  some  statewide  business  taxes  on  prop- 
erty. And  I  think  that  is  going  to  help  even  things  out,  because 
then  they  can  send  the  money  back  in  a  fairer  way.  They  might 
have  also  considered  consolidating  a  few  of  the  districts  so  they 
were  not  quite  so  small,  but  they  did  not  do  that. 

Senator  DoDD.  Is  that  the  only  State  that  has  tried  that? 

Mr.  McIntyre.  No,  some  of  the  western  States  do  it,  particularly 
in  natural  resources  taxes,  and  some  of  the  southern  States  do  it 
with  business  taxes,  as  well. 

Senator  Dodd.  These  are  all  county  governments,  they  are  not 
town  governments  or  local  government,  it  is  county  government  in 
Michigan? 

Mr.  McIntyre.  In  Michigan,  their  school  districts  are  not  related 
to  any  other  political  subdivisions.  They  are 

Senator  Dodd.  That  makes  it  a  little  bit  different,  then,  in  terms 
of  having  to  pull  that  off  politically.  I  just  think  of  my  own  State, 
if  we  tried  to  take  away  the  business  property  tax 

Mr.  McIntyre.  Well,  obviously,  some  would  lose.  But  if  you  are 
in  a  situation  like  Michigan  was,  where  some  districts  are  paying 
4  mils  and  some  are  paying  50  mils 

Senator  Dodd.  I  do  not  <£sagree. 

Mr.  McIntyre  [continuing].  You  could  make  a  heck  of  a  case 
that  the  people  who  were  paying  4  mils,  we  do  not  care  what  you 
say.  In  other  words,  I  think  that  at  least  where  the  disparities  are 
great,  the  people  who  try  to  argue  that  they  should  not  pay  any 
significant  property  taxes  are  going  to  have  a  tough  time  making 
that  case  to  any  State  legislature,  just  because  it  does  not  look — 
I  mean  it  is  beyond  a  little  bit  unfair.  It  is  sort  of  like  the  Federal 
tax  code  before  1986.  Something  has  to  give,  you  know. 
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Now,  as  you  brought  up  earlier  in  talking  about  Federal  solu- 
tions, the  last  time  anybody  proposed  a  major  "let's  cut  the  prop- 
erty tax  and  help  fund  local  education  with  a  new  Federal  tax"  was 
during  the  Nixon  administration.  And  President  Nixon  got  the 
idea,  that  was  prevalent  in  Europe  at  the  time,  with  value-added 
t£ixes,  that  maybe  we  should  have  a  national  sales  tax  and  use  the 
money  to  pay  for  property  tax  relief,  and  that  that  would  keep  the 
Republican  Party  in  office  for  the  next  several  decades. 

Well,  they  stayed  in  office  for  the  next  several  decades,  anyway, 
but  they  did  not  adopt  the  value-added  tax,  because  Nixon  sent  the 
number  two  guy  at  Treasury  over  to  Europe  to  study  it,  Eddie 
Cohen.  When  he  came  back,  he  said  the  message  I  got  from  every- 
body over  there  is  do  not  do  it,  it  is  just  too  complicated.  You  would 
have  to  replicate  the  Internal  Revenue  Service,  the  tax  is  hugely 
regressive,  it  is  worse  than  the  property  tax  by  many,  many  fac- 
tors, do  not  do  it. 

What  they  did  instead  for  a  while  was  send  some  money  to  the 
States  with  general  revenue  sharing,  and  said  "use  it  how  you 
will".  For  example,  the  money  could  be  used  for  education.  I  am 
sure  some  of  it  was.  Then  after  the  1973  oil  embargo,  we  ran  out 
of  money  everywhere,  private  and  public,  and  general  revenue 
sharing  eventually  went  by  the  boards. 

These  days  now,  talking  about  other  options,  when  people  ask  me 
for  ways  to  raise  revenue,  sometimes  it's  Senator  Simon  looking  for 
ways  to  balance  the  budget,  and  sometimes  it  is  the  Clinton  admin- 
istration trying  to  figure  out  a  way  to  pay  for  health  care,  and 
sometimes  it  is  Senator  Simon  trying  to  pay  for  education.  There 
are  lots  of  different  things  you  can  do  with  revenue,  obviously. 

It  is  hard  for  me  to  imagine  that  you  could  raise  $125  billion  and 
use  it  to  cut  the  residenti^  property  taxes  at  the  local  level,  or  that 
you  could  use  it  all  for  education  and  ignore  the  budget  deficit.  But 
there  are,  I  am  sure,  some  initiatives  that  would  be  very  useful  at 
the  Federal  level  that  ought  to  be  funded,  and  that  you  could  raise 
some  revenue  for. 

Attached  to  my  testimony  is  a  long  list  of  ways  that  I  think 
would  be  appropriate  ways  to  raise  funds  to  do  all  kinds  of  good 
things,  whether  it  be  education  or  deficit  reduction  or  whatever i . 
And  among  those  are  building  on  reforms  we  started  in  1986.  We 
still  do  not  have  a  very  good  system  for  measuring  business  depre- 
ciation and,  as  a  result,  the  equipment  leasing  business,  which  is 
when  companies  sell  tax  breaks  to  one  another,  is  flourishing.  I 
have  friends  that  make  millions  of  dollars  a  year  at  it,  and  they 
explain  very  carefully  to  me  that  they  are  in  a  negative  tax  rate 
situation  on  these  leasing  deals. 

Now,  what  that  means  is  if  you  had  no  taxes  at  all  on  these 
transactions,  they  probably  would  not  work.  But  they  do  work  be- 
cause of  negative  taxes.  That  seems  to  me  to  be  an  inappropriate 
use  of  Federal  funding,  to  be  subsidizing  equipment  leasing  with 
negative  rates,  and  you  could  pick  up  billions  and  billions  of  dollars 
by  doing  something  about  that. 

Another  major  area  that  the  President  talked  about  during  the 
campaign  is  international  taxation.  It  is  a  hopeless  mess  right  now. 

1  See  p.  463. 
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We  do  not  know  what  we  are  doing,  and  neither  does  the  rest  of 
the  world.  The  time  has  come  to  restructure  our  taxation  of  multi- 
national companies,  and  the  place  to  start — and  this  is  a  specific 
proposal — is  in  the  NAFTA  countries. 

Right  now,  about  60  percent  of  our  trade  is  with  Canada  and 
Mexico.  We  could  change  the  system  so  that  we  allocated  profits  for 
multinational  companies  in  these  three  areas,  and  if  we  did  it,  the 
Europeans  would  be  likely  to  follow  very  quickly.  In  the  European 
Community,  they  are  having  problems  even  collecting  their  VAT, 
talk  about  their  income  taxes.  We  could  make  major  strides  that 
I  am  confident  would  raise  tens  of  billions  of  dollars  in  additional 
revenues  by  cracking  down  on  what  is  now  multinational  tax  eva- 
sion. 

My  time  is  up.  My  Hst  at  the  end  of  my  testimony  is  long.  If  I 
were  you,  that  would  be  the  direction  I  would  head  into,  progres- 
sive taxation,  rather  than  regressive,  as  the  VAT  would  be.  I  think 
it  would  be  more  popular  with  the  public.  You  may  remember  last 
year  that  nobody  complained  much  about  the  40  percent  top  tax 
rate,  at  least  not  many  of  the  voters,  but  the  Btu  tax  drove  every- 
body nuts.  We  are  in  an  era,  I  think,  where  progressive  taxes  are 
popular. 

[The  prepared  statement  of  Mr.  Mclntyre  follows:! 
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Statement  of  Robert  S.  Mclntyre 

Director,  Citizens  for  Tax  Justice 

before  the  Senate  Budget  Committee 

America's  Schools:  Meeting  the  Challenges  of  the  21st  Century 

March  4,  1994 

I  appreciate  the  opportunity  to  appear  before  the  Committee  today  on  behalf 
of  Citizens  for  Tax  Justice.  Our  coalition  of  labor,  public  interest  and  grassroots 
citizens  groups  represents  tens  of  millions  of  middle-  and  low-income  Americans, 
who  have  a  vital  stake  in  fair,  economically  sound  tax  and  budget  policies. 

There  are  many  areas  in  which  we  strongly  believe  the  federal  tax  structure 
can  and  should  be  improved.  Despite  last  year's  budget  bill,  the  federal  tax  sys- 
tem is  not  as  progressive  as  it  should  be  (or  used  to  be).  Loopholes  in  the  income 
tax  laws,  such  as  capital  gains  tax  breaks  and  excessive  depreciation  write-offs, 
ought  to  be  closed.  Our  system  of  taxing  multinational  corporations  is  failing  to 
do  its  job,  and  cries  out  for  major  overhaul.  (These  and  several  other  potential 
reforms  are  briefly  outlined  in  an  attachment  to  my  testimony.)  But  we  believe 
that  any  revenues  that  might  be  obtained  from  tax  reforms  will  probably  have 
to  be  desoted  to  maintaining  essential  federal  programs  and  further  reducing  the 
budget  deficit. 

Our  nation's  current  system  of  local  financing  of  public  education  has  many 
advantages,  albeit  with  defects  that  should  be  corrected  where  possible.  In  my 
testimony  today,  I  will  outline  some  of  those  advantages  and  defects,  and  offer 
examples  of  possible  reforms  at  the  state  level. 

1 .  Advantages  of  local  financing  of  public  education. 

Our  current  system  of  local  financing  of  public  education  creates  a  signifi- 
cant incentive  for  increased  spending  on  public  education  by  those  who  can 
afford  it.  When  parents  and  local  residents  know  that  their  tax  dollars  are  going 
to  help  educate  their  own  or  local  children,  they  are  more  likely  to  be  willing  to 
pay  more  in  taxes. 

This  helps  both  public  school  systems  and  students.  If  better-off  areas  can't 
spend  what  they  think  is  enough  on  their  public  schools,  then  many  well-off 
parents  living  in  those  areas  may  abandon  the  public  schools  in  favor  of  private 
schools.  And  if  that  happens,  then  less  well-off  people  in  those  areas  will  be  hurt, 
since  political  support  by  the  well-off  for  adequate  school  financing  will  decline. 
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2.  Potential  disadvantages  of  local  financing. 

The  major  disadvantage  of  local  school  financing  is  that,  absent  corrective  measures, 
poorer  school  districts  may  end  up  with  insufficient  funds  to  finance  public  education 
adequately. 

We  do  not  believe  that  simple  disparities  in  education  spending  between  rich  and  poor 
areas  should  necessarily  be  considered  to  be  inherently  bad.  There's  nothing  wrong  with 
well-off  parents  choosing  to  devote  lavish  resources  to  educating  their  children.  On  the  con- 
trary, that's  probably  a  good  thing  both  for  the  children  and  for  the  country.  Also,  less  well- 
off  families  who  live  in  the  same  school  districts  with  better-off  families  benefit  from  the 
higher  level  of  school  spending  that  higher-income  families  choose  to  support 

Thus,  if  an  adequate  public  school  system  costs,  say,  $6,000  a  year  per  pupil,  we 
shouldn't  complain  if  a  rich  district  chooses  to  spend,  say,  twice  that  amount  What  we 
should  worry  about  is  a  poor  district  that  is  unable  to  raise  enough  revenue  to  spend  the 
necessary  $6,000  a  year  per  pupiL  Unfortunately,  this  latter  problem  occurs  too  often. 

3.  Local  property  taxes  versus  other  local  taxes. 

Critics  sometimes  complain  about  using  local  property  taxes  as  the  primary  source  of 
funding  of  education  because  of  funding  disparities  among  districts.  But  this  is  primarily 
a  concern  about  local  funding  in  general,  not  the  property  tax  in  particular. 

■  Although  property  taxes  are  sometimes  criticized  on  fairness  grounds,  as  a  source 
of  local  revenue  property  taxes  compare  favorably  to  the  most  commonly  used  alter- 
native: sales  taxes. 

■  Because  the  ratio  of  home  values  to  income  tends  to  decline  as  income  rises  (for 
homeowners),  residential  property  taxesare  ustially  considered  regressive.  Butbusi- 
ness  property  taxes,  which  account  for  more  than  a  third  of  total  property  tax  collec- 
tions in  most  places,  are  generally  progressive,  since  owivership  of  businesses  or  stock 
therein  is  concentrated  at  higher  income  levels.  Some  analysts  believe  that  overall 
property  taxes— including  both  residential  and  business— are  actually  progressive. 

■  Property  taxes  have  the  advantage  of  gaining  significant  revenues  from  nonresident 
btisiness  owners,  who  otherwise  would  not  contribute  to  suf^ort  the  local  services 
that  they  benefit  from. 

■  In  a  few  states,  such  as  Iowa,  some  schools  get  additional  local  revenues  by  piggy- 
backing on  state  income  taxes.  Gerverally,  however,  besides  property  taxes,  the  only 
other  type  of  tax  available  for  local  revenues  is  sales  taxes,  which  are  frequently 
collected  at  the  local  level  in  addition  to  statewide  sales  taxes. 

■  Sales  taxes,  even  with  the  various  exemptions  for  certain  necessities  that  many  states 
provide,  are  uniformly  regressive,  since  the  share  of  income  devoted  to  taxable 
spending  declines  as  income  rises.  Our  research  has  found  that  nationwide,  middle- 
income  families  pay  three  times  as  much  of  their  income  in  state  sales  taxes  as  do 
wealthy  families,  and  that  low-income  families  pay  close  to  five  times  as  high  a  share 
of  their  income  in  sales  taxes  as  do  the  rich. 
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4.  State  solutions  to  inadequate  local  school  financing  in  poor  districts. 

Statewide  equalization  programs  are  common  around  the  country,  although  success 
varies  widely.  Such  programs  must  be  carefully  designed  if  they  are  to  achieve  their  desired 
results.  In  particular,  we  believe  that  attempts  to  reshuffle  local  revenues—  such  as  residen- 
tial property  taxes— or  to  limit  what  better-off  districts  can  spend  should  generally  be  avoid- 
ed. As  noted  above,  many  well-off  parents  might  be  induced  to  abandon  the  public  schools 
if  they  don't  provide  a  higher  enough  level  of  spending.  That  could  seriously  hurt  both  the 
public  school  systems  and  less  well-off  children. 

Thus,  it's  important  that  revenues  that  are  used  to  improve  education  funding  in  poor- 
er school  districts  should  come  from  non-local  sources,  i.e.,  statewide  taxes,  such  as  personal 
and  corporate  income  taxes.  Of  course,  specific  approaches  will  vary  from  state  to  state. 
^We  have  been  involved  in  the  property  tax  debate  in  the  state  of  Michigan,  which 
recently  decided  to  cut  its  local  property  taxes  for  schools  about  in  half  and  to  cap  local 
rates  at  quite  low  levels  (still  to  be  determined),  and  to  replace  the  lost  revenues  with  state- 
wide funding.  To  be  sure,  Michigan's  public  education  system  has  major  and  in  many  ways 
rather  unique  problems.  These  largely  stem  from  the  fact  that  the  state  is  broken  down  into 
560  separate  schools  districts  with  widely  varying  amounts  of  taxable  business  property. 
This  has  led  to  huge  disparities  in  business  property  taxes  (not  to  mention  residential  prop>- 
erty  taxes)  among  districts.  For  instance: 

/  Michigan's  Southfield  school  district,  north  of  Detroit,  spends  $9,400  per  year  per 
pupil  on  its  public  schools,  with  a  property  tax  rate  of  34.5  mils.  In  contrast,  the 
Davison  school  district  outside  of  Flint,  raises  only  $4,5(X)  per  pupil  on  almost  the 
identical  tax  rate  (34.9  mils).  The  difference  is  that  the  Southfield  district  has  sub- 
stantial office  and  commercial  property  that  the  Davison  district  lacks. 
y  Michigaris's  wealthy  Boisblanc  Pines  school  district,  home  to  expensive  vacation 
properties  (private  and  business),  is  able  to  spend  $1 3,700  per  year  per  pupil  with 
a  minuscule  property  tax  rate  of  only  4  mils.  In  contrast,  the  Taylor  school  district 
has  a  46-mil  property  tax  rate,  yet  is  able  to  spend  only  $5,676  per  year  per  pupil. 
/  Some  Michigan  districts  have  per-pupil  spending  of  as  little  as  $3,700  per  year  due 

mainly  to  an  insufficient  property  tax  base. 
Thus,  in  Michigan,  one  obvious  way  to  help  equalize  school  funding  was  to  convert 
local  hu%int^%  property  taxes  into  statewide  property  taxes,  with  revenues  shared  based  at 
least  partially  on  need.  In  fact,  the  plan  passed  by  the  Michigan  legislature  does  include  a 
1 2-mil  statewide  business  property  tax,  but  retains  a  1 2-mil  local  business  property  tax  op- 
tion as  well.  Consolidating  some  of  the  smaller  Michigan  school  districts  also  could  have 
reduced  funding  disparities  without  significantly  undermining  local  incentives  for  adequate 
school  taxes,  but  this  was  not  done. 

Although  final  details  of  the  Michigan  plan  await  the  results  of  a  ballot  measure,  it  is 
clear  that  about  half  or  more  of  local  Michigan  property  tax  revenues  will  be  replaced  with 
statewide  funding  (in  large  part  from  either  an  income  or  sales  tax  increase).  It  will  be 
interesting  to  see  what  impact  this  experiment  will  have  on  the  level  of  education  funding 
and  the  future  of  the  public  schools  in  Michigan  over  the  long  term. 
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5.  A  federal  solution  to  school  funding  equalization? 

In  1 97 1 ,  the  Nixon  administration  explored  the  idea  of  enacting  a  major  new  federal 
tax— specifically  a  national  sales  tax,  or  value-added  tax— and  dedicating  its  revenues  to 
public  school  finance  (with  consequent  reductions  in  local  property  taxes).  After  consider- 
able study,  however,  the  idea  was  rejected.  One  reason  for  that  decision  was  that  the  Trea- 
sury Department  forcefully  recommended  against  an  American  value-added  tax,  in  part 
based  on  the  huge  problems  with  such  consumption  taxes  that  Treasury  analysts  found  in 
Europe. 

Instead  of  a  dedicated  new  tax  for  education,  the  Nixon  administration  used  then-avail- 
able existing  revenues  to  fund  general  revenue  sharing.  For  a  time,  large  sums  of  non-ear- 
marked federal  money  were  transferred  to  states,  which  could  use  the  aid  for,  among  other 
things,  improved  education  funding  and  equalization.  General  federal  grants  to  states 
peaked  in  the  first  year  of  the  revenue  sharing  program,  1973,  at  about  $38  billion  relative 
to  today's  GDP.  The  decline  in  economic  growth  after  the  1973  oil  embargo,  however, 
eventually  made  general  revenue  sharing  too  expensive,  and  it  was  ended  under  Presidents 
Carter  and  Reagan.   (See  table,  page  5.) 

These  days,  with  federal  budget  deficits  a  continuing  problem  and  health  care  reform 
an  overriding  concern,  the  idea  of  a  major  new  federal  public  education  spending  initiative 
large  enough  to  make  a  significant  difference  in  local  financing  needs  seems  unlikely.  Cer- 
tainly, enacting  a  hugely  regressive  new  tax  to  pay  for  such  an  initiative,  such  as  a  value- 
added  tax,  would  not  be  in  the  interest  of  most  Americans.  Moreover,  the  technical  and 
political  barriers  to  tailoring  such  a  federal  program  so  that  it  actually  enhances  education 
spending  in  poorer  school  districts,  rather  than  merely  replacing  funds  that  would  have 
been  spent  anyway  on  public  education  are  extremely  daunting.  (And  surely,  the  notion 
of  spending  federal  tax  dollars  largely  to  pay  for  local  property  tax  cuts  is  unattractive.; 

Improving  the  public  education  system  in  America  is  an  important  and  ongoing  task. 
Although  budget  constraints  (and  technical  problems)  may  make  a  major  new  federal  pub- 
lic education  spending  initiative  unlikely,  the  federal  government  can  play  a  useful  role  in 
encouraging  states  to  do  a  better  job  on  education  funding  equalization,  setting  education 
goals  and  creating  a  political  framework  for  achieving  those  goals. 


'Loopholes  in  the  Medicaid  reimbursement  system  have  partially  made  that  program  into  a  scaled-back 
version  of  general  revenue  sharing  in  many  states. 

It  is  frequently  noted  that  there  is  not  much  correlation  between  amount  spent  on  education  by  state 
and  education  results.  For  example,  South  Dakota  spends  very  litde  and  does  well  on  national  test  scores. 
That  doesn't  mean  money  doesn't  matter-obviously  the  District  of  Columbia,  say,  faces  more  difficult 
problems  in  education  than  South  Dakota.  But  it  does  suggest  that  national  equalization  might  be  difficult 
to  implement  in  a  sensible  way.  If  South  Dakota's  system  is  working  with  relatively  litde  money,  then 
there  certainly  isn't  really  any  crying  need  to  "equalize"  it  with  the  rest  of  the  country. 
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Federal  Grants  to  State  &  Local  Governments,  1972-1995,  in  FY94-GDP$ 

Fiscal 
Year 

Health 

Income 
Security 

Educa- 
tion 

Trans- 
portation 

General 
Govt 

All 
Other 

TOTAL 

All  but 
health 

GenGovt 
A  Educ. 

1972 

$34.8 

$52.3 

$23.0 

$29.3 

$3.4 

$24.3 

$198.9 

$164.1 

$26.4 

1973 

31.3 

46.2 

20.7 

27.9 

38.1 

25.1 

218.1 

186.8 

58.7 

1974 

34.6 

40.8 

18.9 

25.0 

32.3 

28.2 

205.1 

170.5 

5r:2 

1975 

38.8 

41.1 

22.1 

25.8 

31.1 

28.9 

219.0 

180.3 

53.2 

1976 

43.0 

43.2 

19.0 

31.5 

28.5 

31.1 

233.0 

190.0 

47.5 

1977 

41.9 

43.9 

17.9 

28.7 

33.2 

34.7 

237.0 

195.1 

51.1 

1978 

39.2 

42.5 

18.4 

27.2 

29.9 

37.9 

240.0 

200.8 

48.2 

1979 

39.3 

40.3 

18.2 

28.5 

23.1 

34.5 

226.5 

187.2 

41.3 

1980 

39.6 

46.5 

19.0 

32.9 

21.6 

34.2 

229.7 

190.1 

40.6 

1981 

42.3 

47.1 

19.2 

30.2 

15.5 

29.1 

212.3 

170.0 

34.7 

1982 

40.1 

46.6 

17.4 

25.9 

14.0 

25.7 

187.6 

147.5 

31.5 

1983 

40.5 

49.6 

15.3 

26.5 

13.1 

23.2 

185.2 

144.7 

28.4 

1984 

39.2 

46.2 

13.5 

27.0 

12.3 

20.7 

175.4 

136.1 

25.8 

1985 

40.9 

45.4 

13.2 

28.5 

11.4 

21.1 

177.3 

136.3 

24.6 

1986 

42.2 

45.8 

13.3 

28.9 

11.3 

18.9 

176.9 

134.7 

24.6 

1987 

44.0 

44.7 

13.8 

25.2 

3.0 

17.1 

161.8 

117.8 

16.8 

1988 

45.0 

43.7 

13.0 

25.0 

2.7 

15.6 

159.4 

114.4 

15.7 

1989 

47.1 

41.8 

13.1 

23.4 

2.8 

13.3 

156.6 

109.5 

15.9 

1990 

53.2 

42.6 

13.2 

23.3 

2.8 

13.8 

164.0 

110.8 

16.0 

1991 

65.3 

45.5 

13.5 

23.3 

2.6 

13.2 

180.9 

115.6 

16.1 

1992 

79.9 

48.6 

14.5 

23.1 

2.5 

12.9 

199.2 

119.4 

17.1 

1993 

84.0 

49.6 

15.4 

23.6 

2.2 

13.1 

204.3 

120.3 

17.6 

1994e 

91.5 

52.2 

15.6 

23.0 

2.4 

13.7 

217.3 

125.7 

18.0 

1995p 

96.2 

50.6 

16.7 

22.8 

2.1 

12.9 

218.1 

121.9 

18.9 

Max73-94 
In: 

$91.5 
1994 

$52.2 
1994 

$22.1 
1975 

$32.9 
1980 

$38.1 
1973 

$37.9 
1978 

$240.0 
1978 

$200.8 
1978 

$58.7 

1973 

Min73-93 
In: 

$31.3 
1973 

$40.3 
1979 

$13.0 
1987 

$23.0 
1994 

$2.2 
1994 

$12.9 
1992 

$156.6 

1989 

$109.5 

1989 

$15.7 

1988 
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Appendix:  A  List  of  Potential  Federal  Tax  Reforms 

Citizens  for  Tax  Justice,  March  1993 

President  Clinton's  1993  budget  act  took  back  about  40  percent  of  the  the  tax  cuts  previously 
granted  the  wealthiest  Americans  by  the  supply-side  tax  plan  of  1981.  It  did  so  primarily  by  increasing 
the  top  marginal  personal  income  tax  rate  to  39.6  percent  on  the  highest  earners.  But  there  is  still  more 
to  do  to  restore  tax  progressivity  to  the  level  it  ought  to— and  used  to— achieve.  Future  efforts  to  improve 
tax  fairness  should  mainly  be  directed  at  closing  loopholes  that  allow  some  corporations  and  high-in- 
come people  to  avoid  paying  their  fair  share.  Items  that  could  be  addressed  include: 

1.  Tax  capital  gains  the  same  as  other  income.  One  of  the  greatest  achievements  of  the  1986  Tax 
Reform  Act  was  to  tax  capital  gains  at  the  same  rates  as  wages,  dividends  or  other  income.  (Previously, 
capital  gains  had  been  60  percent  tax-exempt).  But  in  1990,  Congress  reinstated  a  small  capital  gains 
preference,  capping  the  rate  at  28  percent  while  putting  the  top  regular  income  tax  rate  at  31  percent. 
In  the  1993  budget  bill,  this  capital  gains  preference  was  expanded  to  provide  a  30  percent  exclusion 
for  capital  gains  for  top-bracket  taxpayers  (the  difference  between  the  new  39.6  percent  top  regular  tax 
rate  and  a  28  percent  maximum  capital  gains  rate).  In  addition,  the  1 993  act  provided  an  additional  50 
percent  capital  gains  exclusion  for  profits  from  certain  "risky"  investments  that  are  considered  likely  to 
fail.  Special  breaks  for  capital  gains,  which  threaten  to  revitalize  the  tax  shelter  industry,  should  be  re- 
pealed. The  Joint  Tax  Committee  estimates  that  "tax  expenditures"  for  capital  gains  will  total  many  tens 
of  billions  over  the  next  five  years  (although  the  amount  of  revenue  gain  from  closing  capital  gains  loop- 
holes that  would  be  officially  estimated  is  unclear  at  this  time. 

2.  Tax  capital  gains  on  inherited  property:  Currently,  heirs  can  sell  inherited  property  and  pay  no  tax 

on  gains  that  accrued  prior  to  the  time  they  inherit.  Treasury  analysts  estimate  that  as  much  as  two- 
thirds  of  all  capital  gains  escape  taxation  entirely  due  to  this  loophole-which  will  cost  in  excess  of  $100 
billion  over  the  next  five  years.  These  built-up  capital  gains  should  be  subject  to  tax  at  the  time  of  inheri- 
tance. (Exceptions  could  be  made  for  farms  and  closely-held  businesses  by  delaying  the  tax  until  inherit- 
ed property  is  sold.)  5-Year  Revenue  Cain:  $20  billion-plus.^ 

3.  Reform  estate  &  gift  taxes:  Estate  and  gift  taxes  (which  only  apply  to  the  very  largest  estates)  can 
often  be  avoided  through  trusts,  partial-interest  gifts  and  other  complex  arrangements.  These  kinds  of 
tax-avoidance  schemes  should  be  curbed.  5-Year  Revenue  Cain:  $8  billion. 

4.  Curb  excessive  depreciation  write-offs:  Businesses  write  off  the  cost  of  their  equipment  considerably 
faster  than  it  actually  wears  out.  This  loophole— expanded  in  the  1 986  Tax  Reform  Act-has  proven 
much  more  expensive  than  originally  anticipated;  it's  now  estimated  to  cost  more  than  $  1 00  billion  over 
the  next  five  years.  In  fact,  when  equipment  is  purchased  with  borrowed  money,  the  current  system 
produces  outright  "negative"  tax  rates- such  investments  are  more  profitable  after  tax  than  before  tax! 
As  a  result,  corporate  buying  and  selling  of  excess  tax  breaks  through  equipment  "leasing"  deals  are 
widespread.  Equipment  "depreciation"  writeoffs  should  be  scaled  back  to  better  reflect  real  wear  and 
tear  and  obsolescence.  5-Year  Revenue  Cain:  at  least  $25  billion. 

5.  End  tax  breaks  for  mergers  &  acquisitions:  The  deductibility  of  corporate  interest  payments,  even 
in  the  case  of  "junk  bonds"  and  other  types  of  debt  that  are  more  like  stocks  than  real  borrowing, 
helped  fuel  a  wave  of  leveraged  buyouts  and  other  debt-for-stock  transactions  in  the  1 980s.  From  1 985 
to  1 990,  more  than  $1  trillion  in  new  corporate  indebtedness  was  incurred,  accompanied  by  $54  billion 


Tlie  revenue  estimate  is  low  in  the  early  years,  because  it  will  take  a  number  of  years  for  the  reforms  to  be  fully  phased 
in.  The  same  is  true  for  several  of  the  other  revenue  figures  shown  here. 


464 


in  corporate  stock  retirements— now  costing  the  federal  Treasury  some  $20-30  billion  a  year  in  lost 
corporate  taxes.  The  deals  that  were  struck  then  cannot  be  undone,  but  strict  curbs  on  interest  deduc- 
tions on  debt  used  to  finance  acquisitions  and  other  limitations  on  companies'  ability  to  characterize 
equity  as  debt  are  needed  to  keep  this  problem  from  resurfacing  and  making  the  revenue  hemorrhage 
even  worse.  In  particular,  interest  on  debt  incurred  to  purchase  stock  (in  excess  of  $5  million)  should 
no  longer  be  deductible,  thereby  stopping  this  perverse  tax  incentive  for  corporate  debt. 

In  addition,  many  companies  that  made  acquisitions  in  the  eighties  have  taken  extremely  aggressive 
positions  on  their  tax  returns,  in  attempts  to  write  off  what  they  paid  for  "goodwill"  and  similar  "intangi- 
ble" assets.  Billions  of  dollars  in  back  taxes  are  at  stake  in  litigation.  The  1993  budget  act  actually  allows 
these  deductions  for  the  future,  which  may  encourage  future  acquisitions.  That  change  should  be  re- 
pealed, and  the  law  should  be  clarified  to  make  crystal  clear  that  no  goodwill  write-offs  are  allowed.  5- 
Year  Revenue  Cain:  $9  billion. 

6.  Tax  iftultinational  corporations:  Multinational  corporations,  whether  American-  or  foreign-owned, 
are  supposed  to  pay  taxes  on  the  profits  they  earn  in  the  United  States.  But  our  tax  laws  often  fail  miser- 
ably to  achieve  this  goal.  IRS  data  show  that  foreign-owned  corporations  doing  business  here  typically 
pay  far  less  in  U.S.  income  taxes  than  do  purely  American  firms  with  comparable  sales  and  assets.  At 
the  same  time,  the  loopholes  that  foreign  companies  use  are  also  utilized  by  U.S.-owned  multinationals, 
and  even  provide  incentives  for  American  companies  to  move  plants  and  jobs  overseas. 

The  problems  in  our  taxation  of  multinational  companies  stem  mainly  from  the  complicated,  almost 
unworkable  approach  we  use  to  try  to  determine  how  much  of  a  corporation's  worldwide  earnings 
relate  to  its  U.S.  activities.  In  essence,  the  IRS  must  try  to  scrutinize  every  movement  of  goods  and 
services  between  a  multinational  company's  domestic  and  foreign  operations  and  attempt  to  assure  that 
a  fair,  "arm's  length"  "transfer  price"  was  assigned  (on  paper)  to  each  transaction.  But  companies  have 
a  huge  incentive  to  have  their  domestic  operations  pay  too  much  or  charge  too  little  to  their  foreign 
operations  for  goods  and  services  (for  tax  purposes  only),  thereby  minimizing  their  U.S.  taxable  income. 
A  May  1992  Congressional  Budget  Office  report  found  that  "[ijncreasingly  aggressive  transfer  pricing 
by  . . .  multinational  corporations"  may  be  one  source  of  the  shortfall  in  corporate  tax  payments  in 
recent  years  compared  to  what  was  predicted  in  1986. 

We  need  to  overhaul  our  rules  governing  international  allocation  of  profits,  to  protect  our  tax  base 
and  our  workers.  The  complex  "transfer  pricing"  rules  should  be  replaced  with  a  much  simpler  formula 
approach,  allocating  profits  based  on  the  share  of  a  compan/s  worldwide  sales,  assets  and  payroll  in 
the  United  States.  Exactly  how  much  revenue  could  be  gained  by  international  tax  reforms  is  unclear- 
some  estimates  are  on  the  order  of  $1 0-1 5  billion  annually.  According  to  the  joint  Committee  on  Taxa- 
tion, just  four  current  intemational  corporate  tax  breaks  will  cost  $35  billion  over  the  next  five  years* 
Comprehensive  reform  in  this  area  could  raise  at  least  that  much. 

7.  Curb  tax  breaks  for  runaway  plants:  A  more  narrow  step  than  the  broad  reforms  outlined  in  the 
previous  point  would  be  to  limit  current  tax  breaks  that  (1 )  allows  companies  to  "defer"  indefinitely  U.S. 
taxes  on  unrepatriated  income  eamed  by  foreign  subsidiaries  and  (2)  allows  companies  to  use  foreign 
tax  credits  for  taxes  paid  to  non-tax-haven  countries  to  offset  U.S.  tax  due  on  repatriated  profits  generat- 
ed in  a  low-  or  no-tax  foreign  tax  haven.  These  tax  breaks,  which  encourage  companies  to  move  busi- 
ness activity  overseas,  could  be  disallowed  in  cases  where  goods  are  produced  in  overseas  tax  havens 
for  U.S.  sale,  as  provided  in  H.R.  2889.  5-Year  Revenue  Cain:  $  1  billion. 


*The  corporate  intematiortal  tax  expenditures  highlighted  by  the  Joint  Tax  Committee  include:  the  exclusion  of  in- 
come of  'foreign  sates  corporations'  ($7.9  billion  over  five  years);  the  deferral  of  income  of  controlled  foreign  corpora- 
tions ($5.8  billion);  the  inventory  property  sales  source  rule  exception  ($20.5  billion);  and  the  interest  alk>cation  rules 
exception  for  certain  nonfinartdal  institutions  ($1  billion). 
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8.  Curb  oil  &  gas  loopholes:  Oil  and  gas  companies  continue  to  be  allowed  to  write  off  many  of  their 
capital  costs  immediately,  and  many  can  take  deductions  for  so-called  "percentage  depletion"— which 
has  no  connection  with  actual  expenses.  These  special  tax  subsidies  for  oil  and  gas  and  other  energy 
and  mineral  producers  should  be  repealed.  5-Year  Revenue  Cain:  $7.6  billion. 

9.  Tax  foreigners'  interest  at  5  percent:  Interest  earned  by  foreigners  in  the  United  States  (on  loans  to 
American  companies  and  the  U.S.  government)  was  exempted  from  U.S.  tax  in  1984.  Typically,  this 
interest  income  is  not  reported  to  foreigners'  home  governments  either.  As  a  result,  the  United  States 
has  become  a  major  international  tax  haven.  A  five  percent  tax  should  be  imposed  on  interest  earned 
in  the  U.S.  by  foreigners.  The  tax  could  be  waived  if  a  foreign  lender  supplies  the  information  necessary 
to  report  the  interest  income  to  the  foreign  home  government.  5-Year  Revenue  Cain:  $15  billion  or 
more. 

10.  Curl)  farm  tax  shelters:  Unlike  most  other  types  of  "tax-shelter"  losses,  farm  "losses"  can  often  be 
deducted  against  non-farm  income,  if  a  lenient  "material  participation"  condition  is  met.  Farm  "losses" 
should  not  be  allowed  against  unrelated  income.  5-Year  Revenue:  $7  billion. 

1 1 .  Tax  real  estate  like-kind  exchanges:  Currently,  someone  wishing  to  sell  business  real  estate  can  put 
off  paying  capital  gains  taxes  indefinitely  by  "exchanging"  the  property  for  other  real  estate.  Tax  deferral 
for  these  "like-kind  exchanges"  should  be  eliminated.  (The  change  would  not  affect  sales  of  personal 
residences.)  5-Year  Revenue  Cain:  $2  billion. 

12.  End  a  real  estate  refinancing  loophole:  Owners  of  business  real  estate  can  cash  in  their  capital 
gains  without  tax  by  refinancing  their  properties.  This  is  an  enormous  tax  shelter  that  benefits  wealthy 
real  estate  speculators.  The  rule  should  be  that  if  real  estate  is  refinanced  for  more  than  its  original 
purchase  price,  the  excess  would  be  treated  as  a  taxable  event.  (This  would  not  apply  to  homes.)  5-Year 
Revenue  Cain:  $4  billion. 

13.  Tax-exempt  bonds  for  private  purposes:  In  many  circumstances,  private  companies  can  "borrow" 
the  ability  to  issue  tax-free  bonds  from  state  and  local  governments.  Tighter  limits  on  this  misuse  of  state 
and  local  tax  exemptions  could  raise  many  billions  of  dollars. 

14.  Reform  the  corporate  and  high-income  Alternative  Minimum  Tax.  The  Alternative  Minimum  Tax 
is  supposed  to  assure  that  all  companies  and  wealthy  individuals  pay  some  significant  federal  income 
tax.  But  there  are  a  number  of  weaknesses  in  the  AMT  that  should  be  fixed. 

The  AMT  base  should  be  broadened,  by  eliminating  deductions  for  interest  payments  to  foreign 
lenders  in  tax  havens,  mortgage  interest  on  second  homes  and  on  more  than  $200,000  in  mortgage 
debt,  and  "company  cars"  (with  minor  exceptions).  Executive  fringe  benefits  should  be  subject  to  the 
AMT  and  exceptions  to  the  "at  risk"  anti-tax-shelter  rules  should  be  eliminated.  And  any  of  the  reforms 
outlined  earlier  that  are  not  dealt  with  in  reforming  the  regular  income  tax  should  be  adopted  at  least 
for  AMT  purposes. 

Unfortunately,  the  1 993  budget  act  substantially  weakened  the  corporate  alternative  minimum  tax, 
by  boosting  AMT  depreciation  write-offs.  In  addition,  the  1993  act  weakened  the  individual  AMT  by 
allowing  double-dippingdeductions  for  charitable  donationsof  appreciated  property  (stocks,  real  estate, 
artworks,  etc.)  These  were  steps  in  exactly  the  wrong  direction.  Repealing  the  7993  changes  along  with 
other  AMT  reforms  could  raise  tens  of  billions  of  dollars  over  five  years. 

15.  Corporate  tax  rate  on  large  corporations:  At  35  percent,  the  top  corporate  tax  rate  is  now  4.6 

points  below  the  top  personal  tax  rate.  During  the  debate  over  the  1993  budget  act,  some  small-busi- 
ness lobbyists  complained  bitterly  that  this  discrepancy  was  unfair.  Increasing  the  top  corporate  rate  to 
the  same  level  as  the  top  personal  rate  would  raise  about  $14  billion  annually-and  more  than  $60  billion 
over  five  years. 
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Senator  DODD.  The  last  member  of  Congress  I  know  to  really  try 
to  put  value-added  tax  on  the  books  was  Al  Ullman. 

Mr.  McIntyre.  Yes,  they  do  not  have  a  sales  tax  in  Oregon  and 
they  do  not  have  one  in  the  United  States,  either. 

Senator  DODD.  They  do  not  have  Al  Ullman  in  Congress,  either, 
any  longer.  Although  I  think  Senator  Rollings  has  for  some 
time 

Mr.  McIntyre.  Yes,  but  we  try  not  to  talk  about  his  remarks. 
[Laughter.] 

Senator  Dodd.  But  you  have  got  some  very  good  suggestions 
here.  Some,  of  course,  are  well  known  over  the  year,  and  worth 
looking  at,  as  well. 

Mr.  McIntyre.  By  the  way,  we  have  talked  a  lot  about  old  school 
buildings.  You  and  I  went  to  college  at  a  place  where  the  main 
building  was  put  up  in  1918  and,  as  I  recall,  it  was  fine. 

Senator  DODD.  If  we  had  to  rely  on  those  science  laboratories 
now,  we  would  be  in  trouble. 

Let  me  ask  you  a  couple  of  questions  and  then  turn  to  my  col- 
league from  Vermont.  It  seems  to  me  there  is  obviously  a  wide 
range  of  financing  measures.  But  Senator  Jeffords  and  others  have 
pointed  out  over  the  years  that  we  have  tremendous  demand,  but 
we  are  putting  a  tremendous  strain  on  existing  tax  structures. 

As  has  been  pointed  out,  just  to  meet  current  responsibilities,  we 
would  have  to  increase  tax  obligations  by  some  50  percent. 

Also  understanding  the  difficulties  that  exist  in  terms  of  looking 
at  our  own  budget,  there  are  obviously  areas  that  are  politically 
sensitive,  whether  medicare,  medicaid,  social  security,  or  defense, 
which  has  been  reduced  13  percent  with  a  commensurate  reduction 
in  jobs. 

Once  you  subtract  these  and  take  out  interest  payments  you  get 
down  to  a  relatively  small  percentage  of  the  budget.  Yet  we  have 
this  consensus  that  we  should  increase  education  funding.  If  you 
ask  a  survey  here  of  how  many  of  you  want  to  fully  fund  Head 
Start,  I  think  you  wiU  find  100  percent  agree.  Should  you  ask 
should  we  do  more  in  special  ed,  you  know,  I  think  we  had  a  vote 
on  that  just  recently. 

Senator  JEFFORDS.  93  to  0. 

Senator  Dodd.  93  to  0  on  that.  We  had  a  unanimous  vote,  by  the 
way,  on  our  sense  of  the  Senate  resolution,  to  give  you  an  idea.  So 
people  seem  to  agree  with  us,  but  how  do  we  get  there?  What  les- 
sons do  we  take  from  all  of  this?  How  do  we  try  and  craft  some- 
thing here  that  allows  us  to  move  in  that  direction?  Ms.  Fulton? 

Ms.  Fulton.  I  think  a  key  element  of  what  we  have  seen  in 
working  with  States  and  localities  is  an  awareness  factor  and  not 
just  the  pohcy-makers.  Because  a  lot  of  the  policy-makers  will  see 
the  statistics.  A  lot  of  this  has  to  do  with  the  community  and  pub- 
lic. Policy-makers  are  driven  to  a  great  degree  by  public  sentiments 
and  values.  They  all  kind  of  come  together,  obviously. 

We  have  found  that  unless  you  get  the  public  engaged  in  under- 
standing what  is  going  on,  what  the  needs  are,  what  currently  is 
going  on,  what  we  need  to  do  to  actually  reach  our  goals  and  how 
much  that  is  going  to  cost,  and,  very  importantly,  how  we  are  going 
to  spend  it  to  reach  those  goals — a  number  of  people  have  men- 
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tioned  that — people  are  willing  to  pay  more,  if  they  know  where  it 
is  going  and  they  agree  to  some  degree. 

We  work  a  lot  more  at  ECS  in  working  with  our  policy-makers 
and  the  communities.  It  has  kind  of  been  the  missing  link,  and  we 
tend  to  have  the  policy-makers  kind  of  in  one  group,  educators  in 
another  group,  and  the  parents  £ind  students  in  another  group,  and 
all  of  those  have  got  to  start  working  together,  so  we  share  this  in- 
formation and  we  change  our  priorities. 

As  we  have  discussed,  at  the  drop  of  a  dime,  we  will  spend 
$30,000  on  a  prisoner  and  barely  $5,000  or  $6,000  on  a  student, 
and  we  know  the  statistics  about  who  ends  up  in  jail.  And  until  we 
start  reorganizing  our  priorities  and  getting  the  public  pressures 
behind  some  of  these  efforts  working  with  the  policy-madcers  and 
the  educators,  I  do  not  see  much  change,  because  it  is  just 

Senator  DODD.  As  someone  who  sits  on  the  political  side  of  the 
equation,  I  find  that  a  lot  of  times  we  do  not  give  reform  efforts 
enough  time  to  see  if  they  are  working.  We  will  say  let  us  give 
something  a  try  out  there,  but  it  may  take  3  to  5  years  and  people 
are  impatient  for  results. 

How  do  you  sustain  patience? 

Ms.  Fulton.  That  is  an  excellent  question.  That  is  what  policy- 
makers wrestle  with  quite  a  bit,  as  well  as  educators.  One  of  the 
only  answers  we  have  come  up  with  is  clearly  stating  what  you  are 
after  in  the  goals  and  missions  and  expectations  and  the  stsmdards, 
and  then  trying  to  set — the  jargon  word  is — benchmarks  to  help 
people  identify  that  we  are  heading  in  the  right  direction  and  we 
are  making  strides.  Because  we  cannot  get  from  here  to  there  over- 
night. It  is  clearly  not  how  this  country  operates  and  that  is  not 
how  change  operates. 

If  we  can  demonstrate  that  we  are  moving  in  the  right  direction, 
we  are  making  strides  and  getting  that  community  back  into  the 
schools  and  into  the  meetings,  so  they  see  that  it  is  actually  hap- 
pening, because  otherwise  they  just  see  the  test  scores  and  the  tax 
rates  and  all  those  things. 

So  if  we  can  set  the  ultimate  goals  and  expectations  and  the 
standards  and  then  set  the  improvement  and  the  growth — we  have 
seen  that  in  some  States  like  in  Kentucky,  who  set  very  high 
standards  for  every  single  child,  and  they  measure  a  lot  of  the 
growth  of  where  that  particular  school  is,  not  some  ultimate  mark, 
but  they  provide  actually  fiscal  incentives  and  sanctions  ultimately, 
if  schools  themselves  do  not  improve. 

So  what  they  are  trying  to  do  in  Kentucky  is  measure  schools 
against  themselves  and  the  public  I  think  is  much  more  patient  in 
that  way.  They  have  had  some  very  bad  test  results  on  their  new 
assessments  that  are  aligned  with  their  performance  standards. 
But  there  seems  to  be  more  patience  down  there,  when  there  is  bet- 
ter communication  about  what  we  are  after  and  that  it  is  going  to 
take  time,  but  we  are  going  to  demonstrate  that  we  are  going  to 
hold  ourselves  accountable  for  getting  there,  but  we  need  the  part- 
nerships of  all  levels  of  government  and  community,  and  that 
seems  to  work.  It  is  not  solving  all  the  problems,  but  working  on 
those  kind  of  intermediate  steps  towards  something  that  seems  to 
help. 
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Senator  DODD.  Mr.  Mclntyre,  let  me  ask  you  a  question.  You 
know,  we  have  seen  a  tremendous  outpouring  from  the  business 
community  in  the  last  few  years,  on  the  importance  of  school- to- 
work  programs  This  is  no  longer  just  an  abstraction.  The  pool  of 
skilled  personnel  is  now  shrinking,  and  that  the  pool  of  those  who 
are  unemployable  or  who  bring  serious  deficiencies  to  the  work- 
place is  growing. 

So  we  are  getting  a  tremendous  amount  of  positive  involvement 
from  the  business  community  from  across  the  country,  not  only  at 
the  postsecondary  level,  but  now  at  the  elementary  and  secondary 
level,  and  below.  Jim  Jeffords  experience  with  Mr.  Akers,  who  said 
if  you  want  to  do  something  to  really  make  a  difference  for  us  you 
should  invest  more  resources  in  Head  Start. 

How  do  you  square  this  need  with  the  fact  that  all  across  the 
country,  in  every  jurisdiction  I  can  think  of,  every  business  goes 
around  from  State  to  State  and  says,  well,  we  are  considering  Con- 
necticut, maybe  we  will  come  to  Vermont,  but  how  much  of  an 
abatement  are  you  going  to  give  us?  Because  we  are  going  to  locate 
in  the  State  that  offers  us  the  best  possible  tax  deal,  despite  our 
earlier  indication  that  they  really  want  to  support  the  elementary, 
secondary  and  preschool  programs  in  the  country.  It  seems  to  me 
they  are  in  absolute  direct  conflict  with  themselves  on  that  particu- 
lar point, 

Mr.  McIntyre.  Well,  as  long  as  States  hold  out  the  incentives, 
you  cannot  blame  the  businesses  for  shopping,  I  suppose.  You 
know,  it  is  like  when  you  go  out  and  buy  a  shirt,  you  are  going  to 
buy  it  anyway,  but  somebody  is  offering  you  a  better  deal 

Senator  DoDD.  Yes,  but  businesses  are  promoting  it. 

Mr.  McIntyre.  But  it  is  not  always  like  that.  Businesses  can  be 
as  anti-tax  as  the  U.S.  Chamber  of  Commerce  or  they  can  actually 
be  quite  interested  in  getting  the  schools  or  the  roads  or  whatever 
they  need  to  do  business. 

The  Chamber  of  Commerce  in  Colorado  a  few  years  ago  actually 
was  calling  on  the  legislature  to  raise  taxes,  and  that  happens  in 
more  places  than  that. 

Senator  DODD.  Wasn't  that  for  the  airport? 

Mr.  McIntyre.  It  does  not  mean  that  the  business  community  is 
always  enlightened.  It  is  far  for  me  to  say  that.  Sometimes  they 
are,  and  it  is  certainly  in  their  interest,  I  agree  with  you,  to  get 
the  educated  students.  It  is  not  so  much  the  students  have  gotten 
stupider,  I  do  not  think,  it  is  that  the  jobs  have  gotten  more  dif- 
ficiilt  as  times  have  changed. 

But  you  do  have  to  bring  business  on  board  in  order  to  do  it,  and 
sometimes  they  will  come  on  board.  You  need  to  have  some  of  them 
clearly  finding  themselves  in  a  winning  position.  That  is  how  we 
did  the  1986  Tax  Reform  Act,  and  that  is  how  you  get  education 
reform  at  the  State  level.  You  get  the  various  lobbies  to  find  some- 
thing in  their  interest  there. 

You  know,  the  problem  of  business  shopping  for  incentives  is  one 
that  has  been  around  since  the  State  of  Mississippi  started  doing 
it  in  the  1930's.  If  we  could  pass  a  national  law  prohibiting  States 
from  abating  their  taxes  for  foot-loose  businesses,  I  probably  would 
be  in  favor  of  it,  if  it  were  not  unconstitutional. 

Senator  DODD.  Mr.  Myers,  any  comment  on  that? 
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Mr.  Myers.  I  think  several  comments.  First  of  all,  in  relation  to 
the  States  in  their  tax  policies  concerning  public  education,  what 
we  have  found,  of  course,  is  that  they  do  both. 

They  do  exempt  businesses  in  certain  circumstances  or  provide 
the  law  that  makes  it  possible  for  those  businesses  to  be  exempt, 
but  at  the  same  time  they  recognize  the  reliance  on  new  business 
activity.  Some  States  have  begun  to  recognize  that  level  of  the  reli- 
ance on  the  local  property  taxes,  is  currently  too  high.  That  is  true 
in  most  situations,  but  not  all. 

There  have  been  some  States  we  have  worked  in  where  they 
have  said,  "our  property  taxes  are  not  that  high  compared  to  our 
other  taxes."  Therefore,  even  though  we  are  making  a  major 
change  in  school  finance,  we  are  not  going  to  lower  our  property 
tax. 

The  thing  I  would  add  is  that  the  property  tax  represents  one 
place  that  ties  community  involvement  to  community  schools  and 
neighborhoods.  It  is  the  ultimate  of  local  control.  Local  control  real- 
ly from  our  school  finance  perspective  is  a  misnomer,  because  in 
fact  it  is  the  State's  responsibility.  Courts  have  said  it  is  a  State 
responsibiUty.  Legislatures  every  year  vote,  and  the  State  legisla- 
ture is  the  one  that  determines  how  much  is  going  to  be  spent  on 
education.  So  local  control  is  a  misnomer,  in  the  sense  of  who  is 
going  to  be  responsible  for  education  funding. 

It  is  correct  as  it  relates  to  setting  the  property  tax  level  or  that 
local  share  of  the  ultimate  package.  So  if  you  have  an  income  tax 
or  a  sales  tax  to  send  away  to  the  State,  there  is  no  community 
identity  in  most  cases,  where  the  property  taxes  at  least  provide 
that  community  identity. 

This  is  a  personal  biases  and  it  is  what  Mary  was  saying  earlier. 
I  was  as  community  education  coordinator  and  the  problem  for  the 
future  is  where  do  we  get  public  support  for  public  education.  What 
we  have  seen  is  the  shrinking  number  of  people  that  have  direct 
personal  contact  with  kids  in  public  schools.  That  number  is  down 
to  20  percent  of  the  adults  are  parents  of  kids  in  public  schools. 

So  the  answer  is  one  that  says  we  promote  opportunities  for  com- 
munity involvement  around  schools,  that  education  has  to  seek 
those  opportunities,  not  just  for  parents,  but  also  businesses  that 
are  in  the  neighborhood  and  businesses  who  want  to  be  attracted 
to  the  neighborhood;  schools  should  be  those  places  that  have  a 
community  spirit  and  a  sense  of  community  built  around  them. 
They  are  the  ones  who  really  attract  the  pubUc  to  education,  they 
are  the  ones  that  can  pass  bond  issues,  they  are  the  ones  that  can 
pass  additional  State  level  support  or  additional  State  level  taxes 
to  provide  for  higher  education  spending.  The  answer  is  providing 
those  opportunities  and  encouraging  community  education  develop- 
ment. 

Senator  DODD.  A  very  good  point.  Jim? 

Senator  Jeffords.  I  would  like  to  focus  on  Goals  2000  and  the 
requirement  of  the  planning  which  is  going  on  with  that.  We  have 
appropriated  over  $100  million.  I  think  the  authorization  is  $700 
million  for  1  year,  for  2  years  of  planning.  My  question  involves 
what  kind  of  planning  can  you  do,  if  you  have  a  zero  increase  in 
available  funds  and,  second,  is  it  reasonable  to  anticipate  that  we 
could  get  what  the  chart  seems  to  show,  requiring  a  50  percent  in- 
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crease  in  State  and  local  funding?  Is  it  reasonable  to  plan  on  that 
basis?  Or  what  are  the  planners  going  to  do  under  those  two  sce- 
narios? 

Mr.  Myers.  Mr.  Chairman  and  Senator  Jeffords,  what  we  have 
seen  over  the  past  2  decades  is  real  dollar  increases  for  education. 

Again,  as  the  difficulty  increased  it  maybe  2  percent  per  year. 

Senator  Jeffords.  And  also  most  of  that  went  to  special  ed,  I 
think. 

Mr.  Myers.  Most  of  it  went  to  special  ed,  that  is  correct.  There 
have  been  increased  dollars  for  education.  This  has  happened  de- 
spite the  fact  that  we  have  had  State  budget  problems  and  we 
know  it  is  tighter  when  there  are  State  budget  problems.  State 
budget  actions  are  ultimately  the  controlling  factor  on  how  much 
money  is  available.  It  is  the  amount  of  State  budget  revenues  that 
would  be  available,  compared  to  the  increasing  costs  or  the  increas- 
ing needs  versus  dollars  available. 

We  recently  did  a  study  that  Mary  and  the  folks  at  ECS  pub- 
lished that  is  called  Determining  Base  Costs  for  State  School  Fund- 
ing Systems,  and  we  listed  a  number  of  different  ways  that  States 
go  about  setting  those  base  costs.  The  bottom  line  is  that  most  of 
them  use  the  political  approach.  It  is  how  much  money  in  State 
taxes  have  come  in  versus  what  is  their  student  need.  Increasing 
numbers  of  students,  special  ed  needs,  et  cetera,  cause  States  to 
back  into  how  much  money  can  be  spent.  And  it  does  lead  to  the 
very  point  that  you  have  been  making,  if  the  Federal  Grovemment 
would  have  sustained  the  7.7  percent  of  the  total  share  as  it  was 
before,  then  that  would  have  created  additional  opportunities  for 
additional  spending  on  public  education. 

Ms.  Fulton.  Mr.  Chairman  and  Senator  Jeffords,  in  answer  to 
your  question,  I  think  a  lot  of  the  planning  money  would  hopefully 
go,  as  I  understand  it,  with  the  States  to  bringing  different  players 
together,  to  start  setting  the  goals  and  the  plans  for  systemic  re- 
form, and  that  is  very  essential. 

It  is  happening  in  some  States,  but  that  planning  money  and 
bringing  together  different  groups  of  folks  is  essential,  as  well  as 
trying  to  determine  strategies  to  reach  those  goals  and  looking  at 
how  current  resources  are  being  used  and  how  resources  could  be 
reallocated  to  reach  those  goals,  and  then  from  that  process  deter- 
mining how  much  more  money  is  needed  £ind  for  what. 

So  there  is  I  think  a  lot  of  value  in  the  planning.  We  need  to  go 
beyond  that  and  we  need  to  have,  if  we  come  up  with  plans  that 
are  going  to  cost  this  much  or  require  this  much  money,  more 
money  needs  to  be  there.  But  I  think  there  is  a  lot  of  money  in  the 
system  that  we  can  look  at  and  redirect  towards  our  goals  and  our 
priorities. 

Senator  Jeffords.  That  is  part  of  the  question.  Assuming  zero 
growth  or  resources,  reordering  of  State  priorities.  Now,  would  you 
have  a  different  planning  scenario,  if  you  knew  there  were  addi- 
tional revenues  available  from  the  Federal,  or  would  you  just  use 
zero  availability  of  funds  planning:? 

Ms.  Fulton.  We  have  seen  with  school  districts,  for  instance, 
from  the  State  level  to  the  school  districts,  school  districts  often 
have  to  go  both  routes,  because  State  resources  have  been  tight  re- 
cently, 80  oftentimes  they  have  to  plan  what  they  had  the  year  be- 
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fore.  And  a  lot  of  the  districts  will  say  if  we,  first  of  all,  knew  how 
much  was  coming  at  all,  we  could  plan  better,  and  especially  if  we 
knew  more  money  was  coming  and  it  was  going  to  be  sustained. 

Because  one  inhibitor  I  think  of  innovation  is  having  money  for 
projects  that  last  maybe  1  or  2  years  and  then  it  is  going  to  dry 
up,  and  people  that  the  rug  is  pulled  out  from  under  them  and 
there  is  not  a  lot  of  motivation  to  invest  a  lot  of  time  and  effort 
and  money  and  thinking  into  coming  up  with  some  grand  plans 
and  some  very  thoughtful  new  system,  if  the  money  is  not  going 
to  be  available  or  the  teachers  £ire  not  going  to  be  available  or  the 
time  for  teachers  to  plgin  gind  to  develop  £ind  work  with  parents  and 
students  are  not  going  to  be  available. 

So  I  think  everyone  would  prefer  if  more  money  was  available 
and  we  could  count  on  it.  But  in  the  absence  of  that,  we  cannot 
stand  still.  And  playing  out  these  various  scenarios  I  think  is  im- 
portant and,  like  I  said,  ultimately  the  States  and  districts  and 
schools  would  love  more  money  and  for  the  Federal  share  to  be  in- 
creased. But  we  cannot  stop  now,  if  that  does  not  happen. 

Senator  Jeffords.  Let  me  ask  you  this.  If  the  decision  was  made 
as  recommended  in  the  1983  risk  that  Senator  Simon  talked  about, 
extending  your  school  year  for  40  days,  which  would  represent 
somewhere  around  a  30  percent  increase  in  your  State  educational 
budget,  is  that  a  reasonable  expectation? 

Ms.  Fulton.  There  is  a  lot  of  research  and  a  lot  of  debate  around 
that  issue,  and  most  people  feel  that  expanding  the  school  year 
could  only  help,  as  long  as  the  instruction  and  curriculum  and 
teaching  and  everything  else  involved  is  improved,  as  well. 

The  adage  of  40  more  days  of  the  same  might  not  get  us  very 
far.  But  if  we  couple  that  with  more  resources  and  better  teaching 
styles  and  better  relationships  within  the  community  and  relation- 
ships between  all  the  levels  of  government,  we  might  get  some 
place.  But  just  adding  more  days,  which  ends  up  costing  quite  a 
bit,  with  not  changing  anything  in  the  education  system,  you  might 
not  get  a  lot  of  public  and  political  support  for  that.  So  all  these 
things  have  to  happen  together. 

Senator  Jeffords.  Studies  indicate  that  if  you  are  absent  more 
than  30  days,  that  you  have  a  substantial  decrease  in  the  amount 
of  retention,  so  I  am  not  sure  I  necessarily  agree  with  your  synop- 
sis that  it  would  take  something  in  addition.  I  think  that  is  cer- 
tainly helpful.  But  if  you  spend  a  good  deal  of  the  start  of  the  next 
school  year  trying  to  remember  what  you  learned  the  year  before, 
which  you  would  not  have  to  do  if  the  school  year  is  extended,  so 
I  just  wanted  to 

Ms.  Fulton.  Senator,  I  do  agree  with  you.  I  think  the  bottom 
line,  it  could  not  hurt,  but  I  think  there  would  be  more  support  or 
we  would  get  a  lot  more  for  our  kind  of  bigger  hang  for  the  buck, 
if  we  coupled  it  with  improving  the  school  system,  as  well. 

Senator  JEFFORDS.  I  do  not  think  anybody  would  disagree  with 
that. 

Ms.  Fulton.  That  is  all  I  was  saying. 

Senator  Jeffords.  Thank  you,  Mr.  Chairman. 

Senator  DODD.  I  do  not  know  which  one  of  you  here  gave  me  this. 
This  is  a  list  that  is  very  helpful,  and  I  am  going  to  put  this  in 
the  record.  What  this  is,  Jim,  is  a  listing  of  each  State,  with  a 
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breakdown  of  Federal,   State,   and  local   education  expenses  bv 
source.  '' 

[The  information  referred  to  follows:] 
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Percentage  of  public  elementary  and  secondary  school  operating  costs  from  FEDERAL,  STATE,  AND 
LOCAL  GOVERNMENTS  (1992-93),  along  with  the  principal  STATE  ANQ  LOCAL  REVENUE 
SOURCES  -   - 

Prepared  by^lary  Fulton  and  Lauta  Sonovick  (303-299-3600) 
Education  Commission  of  the  Slates.  1994 

Federal,  State  and  Local  Support  of  Schoob 

States  vary  in  their  composition  of  revenue  sources  used  to  fund  public  education.    Most  states  obtain  money  to  fund  education 
from  genera]  state  revenue  sources,  mainly  the  general  sales  tax  and  the  personal  income  tax.    Other  sources  include  the 
corporate  income  tax  and  the  excise  tax.    At  the  local  level,  the  property  lax  is  the  main  source  of  revenue. 

The  national  average  of  federal  aid  to  schools  is  6.8%.   Stales,  on  average,  provide  46.9%  of  funding  for  school  operating  costs, 
with  a  high  of  76. 1  %  in  New  Mexico  and  a  low  of  8.2%  in  New  Hampshire.    Local  governments  provide  46.2%  of  funding  on 
average.    New  Hampshire  has  the  highest  local  support  at  89.0%  and  New  Mexico  the  lowest  at  11.2%.    Hawaii  is  excluded 
from  these  comparisons  because  it  has  only  one  statewide  school  district. 

Earmarking 

Earmarking  of  state  tax  revenue  for  education  is  widely  used.    Earmarking  is  the  dedication  of  revenue  on  a  continuing  basis  for 

a  particular  program/department.    As  of  1988,  28  stales  earmarked  at  least  one  lax  for  public  schools.    These  taxes  included  the 

general  sales  lax,  the  severance  and  tobacco  taxes  and  others.   There  are  two  ways  to  earmark  funds:  conventionally,  revenue  is 

dedicated  to  public  education  from  a  specific  lax,  such  as  sales  tax;  a  second  method  is  to  earmark  a  specified  percentage  of  a 

state  budget  to  education  (California  is  the  only  sute  to  use  this  method  —  Proposition  98  dedicates  40%  of  the  general  fund  to 

education). 

After  it  has  been  in  effect  for  several  years,  the  first  method  of  earmarking  tends  to  provide  minimal  additional  state  fimding  for 
education.    When  states  determine  how  much  non-earmarked  revenue  to  allocate  to  schools,  they  normally  take  earmarked 
revenue  into  account,  which  may  lessen  the  total  amount  of  funding  for  schools.    The  second  method  of  earmarking  is  more 
likely  to  result  in  increased  spending  for  education,  although  usually  at  the  expense  of  other  state  programs. 

There  are,  however,  some  advantages  to  earmarking.    Steve  Gold,  of  the  Center  for  the  Study  of  the  States,  finds: 

1)  Earmarking  is  often  helpful  to  schools  in  the  years  immediately  after  it  is  enacted,  because  state  officials  may  feel  committed 
to  schools  when  an  earmarking  provision  is  eiMcted. 

2)  Earmarking  may  make  it  politically  feasible  to  increase  a  tax  or  enact  a  lottery.    In  that  case,  the  total  state  revenue  is 
expanded,  not  because  the  schools'  share  of  revenue  is  enhanced,  and  education  benefits. 

Lottery  revenue  is  also  earmarked  for  education  in  several  states  and  is  gaining  increased  attention  in  many  others  as  a  potential 
revenue  source.    The  Educational  Research  Service  released  a  report,  Siaie-Run  Lotteries:  Their  Effects  on  School  Funding, 
which  found  that  lotteries  may  actually  harm  education  fimding.   Some  highlights  of  the  repoit  include: 

1)  Lotteries  contribute  only  a  fraction  of  the  funding  needed  for  education,  constituting  an  avenge  of  3.8%  of  combined  slate 
and  local  revenues  for  education. 

2)  Lx)tteries  are  an  unstable  source  of  revenue,  due  to  waning  interest  over  time  and  their  susceptibility  to  changes  in  the 
economy. 
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3)  Education  budgets  might  be  reduced,  then  refilled  by  lottery  proceeds  —  lessening  (he  actual  eohancement  of  the  budget. 

4)  When  lotteries  are  used,  the  public  may  falsely  believe  that  schools  are  adequately  funded,  making  it  difficult  to  raise  funds 
though  other  sources. 


Percentage  of  public  elementary  and  secondary  school  operating  costs  from  FEDERAL,  STATE,  AND 
LOCAL  GOVEIWMENTS  (1992-93),  along  with  the  principal  STATE  AND  LOCAL  REVEMJE 
SOURCES 


NOTE:  The  information  on  state  and  local  re"enue  sources  may  not  be  consistent  across  states,  depending  on  the  level  of  detail 
provided  in  the  reference  book  used.  Also,  it  is  difficult  to  detennme  the  state  revenue  sources  If  a  state  has  a  broad-based  Ux 
system  or  does  not  earmark  a  specific  revenue  source  for  education. 


1  STATE 

Federal 

State 

L,ocal 

State  Rerenue  Sources 

Local  Rerenue 

Eannarked  State 

i ^  ~    ■■ 

Sources 

Rerenue 

1   Alabama 
(Note:  Finance 
changes  are 
expected  due  to 
court-ordered 
education  reform) 

13J* 

64.7% 

21.8% 

Alabama  Special 
Educational  Trust  Fund 
containing  earmarked 
taxes,  including  sales  and 
income 

Property  Lax. 
sales  tax  & 
other 

Most  revenue 
receipts  arc 
earmarked 

Alaska 

12.6% 

63.6% 

23.8% 

85%  of  stale's  budget 
comes  from  oU  revenues; 
districts  receive  funds 
through  Public  School 
Foundation  Program  (no 
state  income  or  sales 
taxes) 

Property  tax 

State  cigarette  tax 
proceeds  are  ii<mv1 
for  repairs, 
renovations, 
construction,  or 
debt  service 

Arizona 

10.2% 

41.2% 

48.6% 

Stale  general  fund  from 
sales  and  income  taxes 

Property  tax 

Income  from  sute 
public  land 

9.7% 

62.2% 

28.1% 

Sales  and  use  lax 

Property  lax 

Educilional 
Excellence  Trust 
Fund,  which  is 
fiinded  by  half- 
cent  increase  in 
sales  tax 

California 

8.6% 

61.4% 

30.0% 

Slate  general  fund  from 
sales  and  income  taxes 

Property  tax 

California  State 
Lottery 

Colorado 

5.0% 

43.6% 

51.4% 

State  general  fund  from 
sales  and  income  taxes 

Property  tax 

Investment 
revenues  from 
funds  derived  from 
sale  or  lease  of 
school  lands  & 
district  share  of 
federal  mineral 
lease  revenues 

Connecticut 

4.2% 

39.1% 

56.7% 

Personal  income  tax, 
retail  sales  and 
corporation  taxes 

Property  lax 

None 

1  Delaware 

8.5% 

67.1% 

24.4% 

State  general  fund  (no 
sales  tax) 

Property  lax 

None 
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STATE 

Federal 

Sute 

,                       ■ 
Local 

Slate  Reveoue  Sources 

Sources 

Earmarked  Sut* 
Rercnue 

Florida 

7.9* 

47.4* 

44.7% 

Suie  salcj  lax  (no 
pcnonal  income  tax) 

Property  tax 

38%  of  Sute 
Lottery 

GwrgU 

7.4* 

52.7* 

39.9% 

Stale  sales  and  income 
Uxcs 

Property  tax  &. 
■peciai  purpose 
local  sales  tax 

None 

Hawaii 

7.3* 

90.6* 

1.9% 

Suic  general  fund  from 
general  excise  tax  &. 
penonal  income  tax 

N/A 

None 

Idaho 

7.5* 

62.2* 

30.3% 

State  general  fund  from 
sales  and  income  (axes 

Property  tajt 

State  Lottery 

imoob 

8.4* 

33.8* 

57.9% 

Slate  sales  and  personal 
income  taxes 

Property  tax 

All  of  lottery 
proceeds.  7%  of 
net  tax  collections . 
and  small  %  of 
state  sales  tax 

1  Indiana 

5.0* 

32.2* 

42.8% 

Stale  general  fund  Sc 
Property  Tax 
Replacement  Fund  from 
several  tax  sources 

Property  tax 

None 

Iowa 

5.5* 

51.0* 

43.5% 

State  general  fund  from 
sales  tax.  persona!  & 

corporate  income  taxes 

Property  lax 

None 

5.2* 

51.7* 

43.0% 

State  general  fund  from 
income  &.  sales  taxes 

Statewide 

uniform 

property  tajt 

(imposed 

k>caUy)& 

motor  vehicR. 

taxes 

None 

Kentucky 

10.2* 

68.1* 

21.7% 

Stale  general  fund  from 
income  &  sales  taxes 

Property  lax 

None 

Louisiana 

9.5* 

55.5* 

35.0% 

State  general  fijnd  from 
severance  and  sales  taxes, 
and  oiher  (misc.  fees  and 
income  taxes) 

Sales  and 
property  tajtcs. 
mineral  income 
&.  impact  aid 

Oil  settlement  trust 
fund 

Maine 

7.0% 

51.8* 

41.2% 

Stale  general  fund  from 
income  and  sales  taxes 

Property  tax 

None 

Maryland 

5.6* 

41.1* 

53.3% 

Stale  income  and  general 
sales  lax 

Property  and 
income  taxes 

None 

Massachusetts 

6.1* 

33.9* 

60.1% 

State  general  fund  from 
income  and  sales  taxes 

Property  lax 

None 

Mjcbigan 

(Nole:  Significint 

Cnance  changes  »re 
j    expected  since  the 
1    abolishment  of  the 

property  lax  by  the 

legislature.) 

5.7* 

32.1* 

62.2% 

School  aid  fund  from  state 
sales  tax 

Property  lax 

60%  of  net 
revenue  from  sales 
lax,  state  lottery;        { 
and  portions  from      I 
several  excise             1 
taxes                            1 
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STATE 

Fcdcnl 

Sute 

Local 

StJt«  Revenue  Sources 

Local  Rerenue 
Sources 

Earmarked  State 
Revenue 

MinncsoU 

4.3% 

50.4% 

45.3% 

Stale  general  fund  from 
income  and  sales  taxes 

Property  lax 

Permanent  School 
Fund  (Endowment 
Fund) 

Mississippi 

170* 

52.2% 

30.8% 

Stale  general  fund  from 
sales  tax.  individual 
income  lax,  corporate  &. 
franchise  tax.  and  oil  &, 

PrDpcity  tax 

No  siatuiory 
earmarked  funds 
for  public 
education 

, 

gas  scvcrvicc  lax 

Missouri 

6.3% 

37.1% 

56.6% 

Slate  general  fund  from 
sales  tax  &  income  tax  on 

Property  lax 

Lottery  proceeds, 
cigarette  tax  &.  1 

» 

personal  &  corporate 
income                                ^ 

cent  sales  tax 
(used  to  roll  back 
property  taxes) 

MonUu 

8.7% 

41.3% 

50.0% 

Statewide  property  tax, 
net  lottery  revenue,  coal 
servcr^nce  tax  &  other 

(no  sales  lax) 

Property  tax 

(Individual  and 
corporate  income 
taxes  no  longer 
cannarked) 

Nebraska 

6.1% 

41.9% 

52.0% 

State  general  fund  from 
sales  &  income  taxes 

Property  lax 

49.5%  of  lottery 
proceeds  arc 
earmarked  for 
Education 
Innovation  Fund 

Nerada 

4.6% 

37.2% 

58.2% 

State  general  fund  from 
sales  tax  and  gaming 
receipts  (no  income  lax) 

Property  lax  & 
2.25%  sales 
lax  (Local 
School  Support 
Tax) 

Estate  Tax 
earmarked  for 
class  size 
reduction 

New  Hampshire 

2.9% 

8.2% 

890% 

State  general  fund  from 
meals  and  room  tax. 
business  profit  tax  &  real 
estate  transfer  lax  (no 
income  or  sales  tax) 

Property  lax 

NH*s  sweepstakes 
programs 

New  Jersey 

3.3% 

43.0% 

53.7% 

77%  from  Property  tax 
relief  fund  (income  lax). 
23%  from  state  general 
fund  (sales,  general 
business,  motor  vehicle  & 
public  utility  taxes) 

Properly  lax 

Sute  income  tax  & 
state  loaery 

New  Mexico 

12-7% 

76  1% 

11.2% 

Stale  general  fund  from 
gross  receipts  taxes. 
income  laxes.  interest 
etc.;  school  fund;  & 
federal  mineral  leases 

Property  tax. 
earnings  from 
investments. 
(ccs  from 
patrons  etc. 

None 

1   New  Yorit 

5.8% 

39,6% 

54.7% 

Slate  general  fund  from 
income  &.  sales  taxes 

Property  tax 

Sute  lottery 
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STATE 

Federal 

SUte 

Local 

State  Revenue  Sources 

Local  Revenue 
Sources 

Earmarked  Sute 
Revenue 

North  Carolina 

7.5% 

64.3% 

28.2% 

Sutc  general  fund  from 
income  8l  sales  taxes 

Properly  & 
local  sales 

2  local  option  sales 
taxes  earmarked 

taxes 

for  capital  outlay 
fvjnding 

North  Dakota 

10  1% 

41  6% 

48.4% 

Income,  sales,  mineral  &. 
other  taxes 

Property  tax 

None 

Ohio 

3.7% 

41.3% 

32.8% 

State  general  revenue 
fund  from  state  personal 

Personal 
income  taxes 

Lottery  proGls 

-» 

income  tax,  sales  &.  use 

and/or  personal 

ux,  corporate  franchise 
ux.  public  utility  excise 
Ux  &  other 

property  taxes 

Oklahoma 

7.9% 

64.7% 

27.4% 

Sute  income  &.  sales 
taxes  Sc  other 

Ad  valorem 
properly  tax 

None 

Oregon 

6.3% 

37.6% 

55.9% 

Stale  income  lax  (no  sales 
tax) 

Common  School 
Fund  -  Fed.  govt, 
granted  16lh  & 
36th  section  of 
every  township  to 
support  public 
schools 

Pcnnsjlvaoia 

4.7% 

43.2% 

52.1% 

State  general  fund  from 
sales  tax,  personal  income 
tax  &  corporate  net 
income  tax 

Property  tax  & 
other 

None 

Rhode  Isbnd 

3.5% 

39.8% 

54.7% 

Stale  general  fund  from 
income  and  sales  taxes 

Small  pcrccnugc 
of  lottery  revenues 
earmariccd  for 
distressed 
communities 

South  Carolina 

92% 

47.8% 

43.0% 

Sute  general  fund  from 
income  and  sales  taxes 

Property  tax 

(excepi 

homeowners) 

1  cent  of  S4les  tax 
is  earmarked  for 
Education 
Improvement  Act 
Fund 

South  DakoU 

12.4% 

26.1% 

61.5% 

Stale  general  fijnd  from 
sales  lax -56  25%  of 
sales  tax  dedicated  to 
education  (no  income  lax) 

Property  lax 

None 

Tennessee 

10.2% 

44.7% 

45.1% 

State  sales  tax  (no 
personal  income  tax) 

Property  and 
local  sales 
taxes 

None  (cxcepi  that 
1/2  of  local  option 
sales  t&x  is 
required  to  be 
allocated  to 
education) 
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STATE 

Federal 

Sute 

iM-al 

State  RcTcnuc  Sources 

Local  Rerenue 
Sources 

Earmarked  Slate 
Revenue 

Teiaj 

7.3% 

43.2 

49.5* 

Suie  general  fiind  (mm 
sales  tax  (no  income  tu) 
Sl  interest  caminp  fnm 
mineral  leases  (Available 
School  Fund) 

Property  tax 

Interest  from 
Pcrmanenl  School      1 
Fund  (Aviilable 
School  Fund) 

Utah 

6^% 

56.9* 

3«.5* 

Stale  income  tax 

Property  tax 

Income  tax  is 
constitutionally 
earmarlccd  for 
Uniform  School 
Fund 

Vcrmoot't 

J.0% 

32.6% 

62.5* 

Income  and  sales  taxea, 
along  with  tottery,  fees 
and  excise  taxea 

Property  lax 

None 

Virginia 

4.7* 

33.9* 

61.4* 

individual  and  corporate 
income  tax,  sales  lax  A. 
state  lottery 

real  estate  tax. 
personal 
property  lax  & 

1  cent  of  state's 
4.5  cents  sales  tax 

WuhlngtOB 

5.5* 

73.1* 

21.4* 

Stale  general  fund  Grom 
sales  tax,  business  and 
occupation  lax  &  stale 
property  tax  (no  income 

tax) 

Property  tax 

Stale  property  lax 

Wet  Virginia 

7.9* 

67.1* 

25.1* 

Slate  general  (iind  from 
income  and  sales  taxes 

Property  tax 

Portion  of  looery 
proceeds 

Waco  OS  in 

4.5* 

39.6* 

56.0* 

Individual  income  tax, 
general  sales  and  use  tax, 
corporate  income  and 
franchiaetax 

Property  tax 

State  lottery  used 
for  property  ux 
relief 

Wyoming 

5.3% 

51.9% 

42.8* 

State  property  school  lax 
&  mineral  production  tax 
(additional  funding  can 
come  from  the  state 
general  fiind  or  budget 
reserve  account  when 
needed  -  no  income  lax) 

Property  lax  & 
Common 
School  Und 
Income 
distributions 

44  8*oflhe 
returned  mineral 
production  taxes 
from  fed.  govt.  & 
severance  lax 

••Unil^Sules 

6.8% 

46.9* 

46.2* 

— 

— 

— 

1   ••Range 

14.1% 

82.4* 

87.1* 

— 

— 

Sources: 

Gold,  Steven  D.  et  al.(1992)  Public  School  Finance  Programs  of  the  United  Slates  and  Canada  1990-91.  Vol.  I  and  U.  American  Education 

Fmance  Aasociation  and  Center  for  Ihe  Study  of  Ihe  Stales:  The  Nelson  A.  Rockefeller  Institute  of  (jovemmenl.  Stale  University  of  New  York. 

Rankings  of  the  Suies  1993.  National  Education  Asjocialion. 

Senator  Dodd.  It  appears  that  there  is  a  relationship  between 
the  amount  of  Federsd  involvement  and  the  educational  perform- 
ance standards  of  States. 

I  will  not  pick  out  States  here  for  the  purpose  of  the  record,  be- 
cause I  could  be  wrong  and  I  want  to  be  careful  about  that.  Is  that 
generally  the  case?  For  instance,  let  me  read  Alabama.  Sixty-four 
percent  of  Alabama's  education  funding  comes  from  the  State,  13.5 
percent,  the  highest  in  the  country,  comes  from  the  Federal  Gov- 
ernment, and  21.8  percent  comes  from  local.  Now,  I  want  to  be 
careful,  as  Alabama  may  be  doing  perfectly  well.  Historically,  it 
seems  to  me  that  Alabama  had  a  problem  in  terms  of  performance 
levels.  Mississippi  is  another  similar  example. 

Mr.  Myers.  Mr.  Chairman,  I  do  not  think  you  can  make  that 
kind  of  correlation  at  this  point,  based  upon  what  we  know.  I  think 
it  is  more  historically  which  States  have  used  what  kinds  of  taxes 
then  the  impact  of  State  share  of  funding  on  performance. 

Obviously,  the  debate  around  whether  funding  makes  a  dif- 
ference is  important.  But  the  differences  among  the  States  are  con- 
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trolling  the  performance  differences.  There  is  discussion  about  Sen- 
ator Moynihan's  conclusion  that  the  closer  your  State  capital  is  to 
the  Cfinadian  border,  the  highest  correlation  with  educational  im- 
provement. 

I  would  prefer  to  think  that  the  performsince  level  of  students 
has  an  awiul  lot  to  do  with  the  economic,  social  and  cultural  back- 
grounds of  the  students  in  the  various  States.  The  strength  of  their 
educational  system  is  tied  to  the  historic  interest  and  support  for 
public  education.  So  that  does  not  necessarily  translate  into  a  dol- 
lar spent  here  means  more  performance.  But  it  does  translate  into 
the  met  that  the  communities  and  the  States  have  taken  a  larger 
interest  in  an  adequacy  level. 

In  school  finance,  we  often  debate  equity.  Equity  again  can  be  di- 
vided into  student  need  versus  taxpayer  needs  or  combinations. 
But  in  adequacy,  it  is  a  matter  of  enough  money,  and  those  deci- 
sions are  set  around  the  State's  determination  of  a  State  base  stu- 
dent cost. 

Senator  Dodd.  But  you  have  good  old  local  politics  deciding 
where  the  dollars  get  spent,  and  at  that  State  level  that  is  where 
it  is  most  sensitive  in  the  distribution  of  that  dollar  on  a  statewide 
basis. 

Mr.  Myers.  That  is  correct,  and  that  is  what  we  see. 

Senator  DODD.  I  was  trying  to  pick  up  on  the  point  you  made 
earlier,  where  you  have  a  heavier  local  involvement,  to  the  extent 
they  can  afford  it,  then  you  seem  to  have  a  better  situation. 

Mr.  Myers.  Well,  the  local  involvement,  though,  is  around  cur- 
riculum participation  as  opposed  to  taxes. 

Senator  Dodd.  I  understand  that,  but  that  can  be  reflected  some- 
times in 

Mr.  McIntyre.  No,  my  point  was  about  taxes,  and  I  think  there 
might  be  an  argument  to  be  made  that  our  New  England  States 
and  the  other  near  Canada  States  that  rely  more  heavily  on  local 
property  taxes  do  find  that  they  get  more  money  into  their  edu- 
cation systems,  while  the  southern  States  historically  have  spent 
very  little. 

Senator  DODD.  Locally? 

Mr.  McIntyre.  Or  totally.  Their  education  funding  down  there  is 
low. 

Senator  DODD.  I  agree  totally,  but  here  the  total 

Mr.  McIntyre.  But  the  fact  that  taxpayers  who  see  where  their 
money  is  going  locally  may  be  wilUng  to  spend  more  than  when 
taxes  are  paid  statewide  is,  I  think,  something  to  pay  very  close  at- 
tention to.  When  I  was  growing  up  in  Massachusetts,  we  were  pret- 
ty proud  of  our  school  systems  and  that  probably  had  something  to 
do  with  people's  willingness  to  pay  what  were  high  property  tax 
burdens. 

Senator  DoDD.  I  want  to  be  careful  on  what  we  say,  because  a 
lot  of  other  factors  go  into  educational  performance  and  we  ought 
to  be  careful  about  drawing  any 

Mr.  McIntyre.  No,  we  are  just  talking  about  money. 

Senator  Dodd.  Not  a  bad  subject. 

Thank  you,  all  three  of  you.  We  are  going  to  have  some  more 
questions  for  you  £ind  we  will  submit  them  to  you  in  writing  and 
maybe  ask  you  to  come  on  back,  as  well.  This  is  obviously  a  very 
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complex  subject.  If  people  are  looking  for  any  quick  bumper  stick- 
ers here,  they  are  not  going  to  find  them.  The  more  you  look  at 
this,  the  more  complex  it  is.  As  one  of  you  wisely  said,  if  this  were 
simple,  someone  would  have  come  up  with  answers  a  long  time 
ago. 

But  I  think  it  is  critically  important  that  we  engage  the  public 
in  a  debate  and  discussion  about  what  needs  to  be  done  to  raise 
educational  performance. 

We  are  quick  to  pass  legislation  around  this  place  that  lays  out 
goals.  But  when  it  comes  down  to  actually  putting  the  resources  to 
work  to  achieve  the  goals,  boy,  the  crowd  gets  very  small.  It  seems 
to  me  that  the  crowd  is  only  going  to  get  larger,  when  we  use  fo- 
rums hke  this  to  invite  the  pubhc  into  this  discussion. 

The  fact  that  we  are  having  a  public  discussion  of  this,  not  nec- 
essarily resolving  the  matters  here,  but  we  are  engaging  them  and 
asking  them  to  step  forward  I  think  is  very,  very  important.  To  me, 
it  is  one  of  those  subject  matters  that  must  remain  high  on  the 
agenda. 

I  think  setting  out  some  of  the  goals,  as  Senator  Jeffords  and  I 
have  done,  is  very  important.  I  do  not  think  there  is  much  debate. 
Again,  we  had  a  unanimous  vote  in  the  Senate  on  whether  or  not 
we  ought  to  be  able  to  commit  10  percent  of  the  Federal  Govern- 
ment resources  to  the  education  of  America's  kids.  Obviously,  once 
you  start  breaking  that  vote  out  and  say  how  we  are  going  to  do 
it,  again,  you  have  got  a  very  small  Senate.  Nonetheless,  I  think 
it  is  enlightening  that  there  seems  to  be  some  consensus  that  this 
is  a  goal  worth  trying  to  attain. 

We  thank  you  immensely. 

Our  last  panel  includes  Dr.  Lewis  Perehnan  who  is  a  Senior  Fel- 
low at  the  Seattle  based  Discovery  Institute  who  recently  authored 
the  book  School's  Out:  Hyper  Learning,  The  New  Technology  and 
the  End  of  Education.  And  Dr.  Emily  Feistritzer,  President  of  the 
National  Center  for  Education  Information.  She  has  authored  nu- 
merous studies  on  key  educational  pohcy  issues,  and  we  look  for- 
ward to  your  testimony,  as  well. 

We  thank  you  for  being  patient.  We  thank  you  for  coming  and 
we  would  be  delighted  to  accept  your  testimony  and  supporting  in- 
formation and  documentation. 

I  will  ask  you,  as  well — and  you  have  probably  heard  me  say  it — 
just  keep  an  eye  on  those  lights  as  sort  of  a  guide  to  help  you  move 
along. 

Dr.  Feistritzer? 

STATEMENT  OF  EMILY  C.  FEISTRITZER,  PRESIDENT, 
NATIONAL  CENTER  FOR  EDUCATION  INFORMATION 

Ms.  Feistritzer.  Mr.  Chairman  and  members  of  the  committee, 
my  name  is  Emily  Feistritzer.  I  am  President  of  the  National  Cen- 
ter for  Education  Information,  which  I  want  to  emphasize  is  a  pri- 
vate non-partisan  research  organization  in  Washington.  We  special- 
ize in  data  collection  and  particularly  Einalysis  of  existing  sets  of 
data  pertaining  to  education,  which  includes  school  finance. 

It  is  a  pleasure  for  me  to  be  here  and  share  with  you  some  of 
the  results  of  our  own  findings  and  those  of  other  studies.  I  want 
to  emphasize  that  my  testimony  does  not  come  down  on  one  side 
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or  the  other  of  this  amendment.  I  think  it  is  terribly  important, 
however,  that  the  Senate  and  members  of  Congress  deal  with  data 
and  hard  facts,  as  you  proceed  in  your  consideration  about  how 
much  the  Federal  share  in  school  spending  should  be. 

So  I  would  like  to  share  with  you  what  some  of  the  facts  are  and 
some  of  the  data  for  the  record  and  for  your  consideration.  There 
have  been  considerable  studies  about  education  spending  and  stu- 
dent outcomes,  and  I  would  like  to  focus  on  what  some  of  those 
findings  are. 

Eric  Hanushek,  whom  I  am  sure  you  have  heard  of  and  probably 
had  here  before,  is  a  renowned  economist  from  the  University  of 
Rochester,  studied,  looked  at  187  different  studies,  tr3dng  to  show 
relationships  between  school  spending  measures  and  student 
achievement  or  student  outcome  measures,  and  he  concluded  cat- 
egorically there  is  no  strong  or  systematic  relationship  between 
school  expenditures  and  student  performance,  and  that  is  looking 
at  187  studies  over  20  years. 

Last  summer,  I  looked  at  23  different  education  related  and  pop- 
ulation characteristic  statistics  having  to  do  with  education  over 
the  last  20  years.  The  results  of  that  study  are  published  in  this 
document.  Report  Card  on  American  Education:  A  State-by-State 
Analysis,  1972-1992.  By  the  way.  Senator  Dodd,  somewhat  of  an 
Einswer  to  your  question  is  in  here,  because  it  does  break  down 
State-by-State  the  share  of  the  Federal  Government,  and  it  also 
looks  at  student  performance  measures. 

I  would  like  to  quickly  go  through  what  some  of  the  findings 
fi-om  that  20-year  analysis  were.  First  of  all,  again,  the  overriding 
conclusion  is  that  there  have  been  tremendous  increases  in  edu- 
cation spending  measures  and  actual  declines  in  student  test  scores 
£uid  high  school  graduation  rates,  which  were  the  consistent  stu- 
dent outcome  measures  that  I  looked  at. 

Spending  on  public  elementary  and  secondary  education  in- 
creased drEunatically  in  the  last  2  decades.  In  the  past  20  years, 
when  enrollments  actually  fell  7  percent  in  public  elementary  and 
secondary  schools,  toted  school  spending,  including  capital  outlay 
and  interest  on  debt  rose  390  percent,  47  percent  in  constant  1992 
dollars.  During  this  period,  current  expenditures  per  pupil  and  av- 
erage daily  attendance  increased  441  percent  or  62  percent  in  con- 
stant dollars  over  that  20-year  period  of  time.  Average  teacher  sal- 
aries increased  248  percent  or  4  percent  in  constant  dollars. 

This  compares  over  a  period  of  20  years  with  an  actual  9  percent 
decrease  in  constant  dollars  in  average  weekly  earnings  for  persons 
in  manufacturing.  Annual  pay  for  all  workers  covered  by  unem- 
plojrment  insurance  increased  only  1  percent  in  the  last  decade 
from  1982  to  1992. 

Looking  at  student  performsmce  measures,  we  found  that  10 
States — and  they  are  all  up  there  bordering  Canada — dominate  the 
Nation  on  all  measures  of  student  performance.  We  used  the  Na- 
tional Assessment  of  Educational  Progress,  SAT  and  ACT  scores 
and  high  school  graduation  rates,  and  these  10  States  were  in  the 
top  10  on  all  of  those  measures. 

The  highest  student  performance  States  are  far  from  the  top 
ranking  in  per  pupil  expenditures,  average  teacher  salaries  and 
other  spending  measures.  Minority  students  and  white  students  in 
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these  States  rank  highest  among  minority  and  white  students  in 
the  Nation. 

And  I  found  that  a  particularly  interesting  thing  to  discover,  that 
when  I  looked  at  blacK  students  in  Iowa,  even  though  they  may  not 
have  as  many  as  you  have  in  New  York  or  New  Jersey,  and  the 
other  States  that  were  high  ranking,  the  minority  students  by  mi- 
nority group  ranked  among  the  lughest  in  the  highest  ranking 
States  of  all  minority  students  in  the  country. 

Students  in  these  high  ranking  academic  achievement  States 
take  more  courses  in  core  academic  subjects,  and  this  turned  out 
to  be  a  very  I  think  significant  thing  to  see,  that  when  it  came 
down  to  course-taking  behavior,  the  students  in  these  10  States 
does  take  more  rigorous  academic  subjects  than  students  do  gen- 
erally in  other  States  that  do  not  rank  as  highly. 

States  that  had  high  percentages  of  their  students  who  were 
black  or  Hispanic  and  have  the  highest  percentages  of  children  in 
poverty  are  among  those  that  have  made  the  greatest  gains  in  stu- 
dent performance  in  recent  years.  They  are  still  among  the  lowest 
income  and  spending  States.  States  that  have  the  lowest  ranking 
SAT  scores  also  had  some  of  the  largest  gains  in  test  scores  in  the 
last  decade.  So  while  their  scores  are  relatively  low,  they  have 
made  the  greatest  gains. 

I  was  wondering  where  people  were  telling  that  their  time  was. 
Now  I  know.  In  every  State  in  the  Nation,  the  rates  of  increases 
in  numbers  of  teachers  outstrip  the  enrollment  increases  resulting 
in  a  lower  pupil-teacher  ratio.  However,  the  real  growth  in  stan 
over  the  last  20  years  has  been  non-teaching  personnel.  Non-teach- 
ing personnel  has  increased  by  40  percent,  compared  with  a  17  per- 
cent increase  in  teaching  staff.  And  keep  in  mind  that  both  of  these 
staff  increases  occurred  at  a  time  when  enrollments  actually  de- 
creased 7  percent,  fi"om  1972  to  1992. 

Research  shows  that  variables  that  do  make  a  difference  in  stu- 
dent performance  include  the  more  academic  courses  students  take, 
the  better  they  preform  on  achievement  measures,  regardless  of  so- 
cioeconomic backgrounds.  The  more  time  students  spend  doing 
homework,  the  better  they  perform.  The  more  involved  parents  are 
in  the  education  of  their  children,  the  better  students  perform.  The 
higher  the  expectations  of  students  on  the  part  of  principals,  teach- 
ers and  parents,  the  better  they  do. 

There  seems  to  be  a  positive  correlation  between  small  school 
size  and  better  student  performance,  although  smaller  pupil  to 
teacher  ratios  do  not  seem  to  improve  student  performance. 

I  would  like  to  conclude  with  some  comments  about  the  Federal 
share  and  some  statistics  that  have  to  do  with  that.  I  have  been 
intrigued,  hstening  this  morning,  hearing  several  different  figures 
on  what  the  Federal  share  was.  I  would  want  to  emphasize  that 
the  source  of  what  I  am  about  to  say  comes  fi*om  the  fiscal  year 
1995  budget  summary  and  background  information  prepared  by 
the  Department  of  Education,  which  was  just  released  last  month 
when  the  budget  was  introduced. 

The  Department  of  Education  reports  that  total  direct  expendi- 
tures for  education  at  all  levels  fi'om  all  sources  totalled  $493.3  bil- 
hon  in  1993-1994.  The  Federal  share  was  $41.4  billion,  8.4  percent, 
including   expenditures   of  all   Federal    agencies.   An   additional 
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$195.2  billion  ,  19.4  percent  was  classified  under  all  other  in  this 
document,  which  carried  a  footnote  that  reads:  federally  supported 
student  aid  that  goes  to  higher  education  institutions  through  stu- 
dents' tuition  payments  is  shown  under  all  other,  rather  than  Fed- 
eral. Such  payments  would  add  substantial  amounts  in  several  per- 
centage points  to  the  Federal  share,  or  that  $145.2  billion  included 
in  the  Federal  share. 

Federal  revenues  for  public  elementary  and  secondary  schools 
has  risen  from  $2.4  million  in  1919  to  $120  milHon  in  1947,  to  $2.8 
billion  in  1967,  to  $13.8  billion  in  1990,  according  to  data  from  the 
Department  of  Education's  National  Center  for  Education  Statis- 
tics. The  share  of  total  revenue  contributed  by  the  Federal  Govern- 
ment over  this  period  rose  from  .3  percent  in  1919  to  2.8  percent 
in  1947,  which  I  note  is  a  period  when  apparently  10  percent  of 
total  spending  went  for  education.  The  fact  of  the  matter  is  that 
of  total  spending  for  education,  only  2.8  percent  in  1947  came  from 
the  Federal  Government.  It  rose  from  8.8  percent  in  1967,  and  was 
6.2  percent  in  1990.  That  is  according  to  the  National  Center  for 
Education  statistics. 

The  Federal  share  of  revenue  for  public  elementary  and  second- 
ary education  rose  dramatically,  fi*om  4.4  percent  in  1963  to  7.9 
percent  in  1965.  This  was  the  time  when  major  education  legisla- 
tion was  passed  by  the  Congress,  as  you  well  know,  the  Elementary 
and  Secondary  Education  Act,  the  Higher  Education  Act  and  a  few 
years  later  the  Handicapped  Act  for  children. 

Interim  findings  and  the  PSEA  Act,  as  you  know  better  than 
most  of  us,  created  Title  I,  and  then  Chapter  1,  and  now  we  think 
is  going  back  to  Title  I.  Recent  studies  fi"om  the  Department  of 
Education  actually  show  that  Chapter  1  has  been  somewhat  of  a 
disappointment  in  terms  of  what  it  set  out  to  achieve,  even  though 
a  substantial  portion  of  the  elementary  £ind  secondary  education 
budget  from  the  Department  of  Education  is  for  Chapter  1. 

I  will  conclude  by  saying  that  the  issue  is  not  whether  or  not  or 
not  money  makes  a  difference.  Money  always  makes  a  difference. 
It  makes  a  difference  in  all  of  our  lives  and  in  every  aspect  of  our 
lives.  What  is  really  at  issue  is  the  availability,  allocation  and  ef- 
fectiveness of  resources  for  the  Nation's  educational  system. 
Targeting  resources  has  proven  to  make  a  big  difference  and  is 
what  the  Federal  Government  could  do. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much. 

[The  prepared  statement  of  Ms.  Feistritzer  follows:] 


483 


statement  of  Dr.  C.  Emily  Feistritzer 

President 

National  Center  for  Education  Information 

before  the 

Senate  Budget  Committee 

Friday,  March  4,  1994 

Mr.  Chairman,  members  of  the  Committee,  my  name  is  Emily 
Feistritzer.   I  am  President  of  the  National  Center  for  Education 
Information,  a  private,  nonpartisan  research  organization  in 
Washington,  D.C.,  which  specializes  in  objective  data  collection 
and  analysis  concerning  education,  including  school  finance. 

It  is  a  pleasure  to  testify  before  your  Committee  regarding 
"America's  Schools:   Meeting  the  Challenges  of  the  21st  Century", 
with  a  focus  on  the  appropriate  level  of  federal  financial 
support  for  education  and  how  the  government  can  best  assist 
states  in  implementing  education  reform  strategies. 

I  hope  that  my  testimony  before  this  Committee  can  help 
members  consider  these  issues,  in  the  context  provided  by 
available  data  and  the  findings  of  studies  that  relate  education 
spending  to  student  outcomes. 

In  education,  to  date,  no  correlation  exists  between 
education  spending  and  student  outcomes.   Eric  Hanushek,  the 
highly  respected  economist  from  the  University  of  Rochester 
analyzed  187  studies  concerning  school  expenditure  and  student 
performance  measures.   He  concluded,  in  March  1990: 

Two  decades  of  research  into  educational 
production  functions  have  produced  startingly 
consistent  results:     Variations  in  school 
expenditures  are  not  systematically  related 
to  variations  in  student  performance.... 
There  is  no  strong  or  systematic  relationship 
between  school  expenditures  and  student 
performance . 


A  study  of  23  education-related  variables  over  the  last  20 
years  which  I  conducted  last  summer  showed  that  "An  analysis  of 
student  achievement  data  and  high  school  graduations  rates, 
compared  with  per  pupil  expenditures,  average  teacher"  salaries, 
and  other  money  variables  shows  no  systematic  link  between 
spending  and  student  performance." 
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other  findings  of  this  study,  entitled  Report  Card  on 
American  Education:   A  State-by-State  Analysis  1972-73  to  1992-93 
showed  tremendous  increases  in  education  spending  measures  and 
actual  declines  in  student  test  scores  and  high  school  graduation 
rates.   They  are: 

•  Spending  on  public  elementary  and  secondary  education 
increased  dramatically  in  the  last  two  decades.   In  the  past 
20  years,  when  enrollments  fell  seven  percent,  total   public 
school   spending ,    including  capital  outlay  and  interest  on 
debt,  rose  390  percent  (47  percent  in  constant  1992 
dollars) .   During  this  period,  current  expenditures  per 
pupil   in   average  daily  attendance    (ADA)    increased  441 
percent  (62  percent  in  constant  dollars) ,  and  average 
teacher  salaries   increased  248  percent  (four  percent  in 
constant  dollars) . 

•  During  the  last  20  years,  teacher  salaries  have  more  than 
kept  pace  with  inflation  and  risen  faster  than  salaries  for 
other  workers.   While  salaries  for  teachers  exceeded 
inflation  by  four  percent  over  the  20  year  period,  all  of 
that  gain  has  occurred  in  the  last  decade.   Teacher  salaries 
actually  lost  11  percent  in  purchasing  power  from  1972-73  to 
1982-83.   Salaries  for  teachers,  on  average,  rose  18  percent 
in  constant  dollars  between  1982-83  and  1992-93.   By 
comparison,  average  weekly  earnings  for  persons  in 
manufacturing  occupations  actually  decreased  nine  percent   in 
purchasing  power  in  the  last  two  decades.   Annual  pay  for 
all  workers  covered  by  unemployment  insurance  increased  only 
one  percent  from  1982  to  1991. 

•  While  salaries  for  teachers  increased  over  the  last  two 
decades,  expenditures  for  teachers'  salaries  as  a  percentage 
of  school  spending  declined.   Spending  for  teachers' 
salaries  as  a  percentage  of   current  school  expenditures 
dropped  from  49.0  percent  in  1972-73  to  40.9  percent  in 
1982-83  to  39.3  percent  in  1992-93. 

•  Ten  states  dominate  the  nation  on  all  measures  of  student 
performance  —  NAEP,  SAT  and  ACT  scores,  and  graduation 
rates:   Iowa,   North  Dakota,  Minnesota,  Nebraska,  Wisconsin, 
Idaho,  Utah,  Wyoming,   Kansas  and  South  Dakota.   Three 
additional  states  —  Montana,  Colorado  and  Missouri  — 
follow  closely  behind. 

i 

•     All  the  highest  student  performance  states,  except 
Wisconsin,  are  far  from  the  top-ranking  in  per  pupil 
expenditures,  average  teacher  salaries  and  other 
spending  measures. 
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•  Minority  students  and  white  students  in  these  states 
rank  highest  among  minority  and  white  students  in 
the  nation. 

•  Students  in  these  high-ranking  academic  achievement 
states  take  more  courses  in  core  academic  subjects. 

•  States  that  have  high  percentages  of  their  students  who  are 
Black  or  Hispanic  and  have  the  highest  percentages  of 
children  in  poverty  are  among  those  that  have  made  the 
greatest  gains  in  student  performance  in  recent  years.   They 
are  still  among  the  lowest  income  and  spending  states. 

•  States  that  have  the  lowest  ranking  SAT  scores  have  also  had 
some  of  the  largest  gains  in  test  scores  in  the  last  decade. 

•  In  every  state  in  the  nation,  the  rates  of  increases  in 
numbers  of   teachers  outstripped  enrollment  increases, 
resulting  in  a  drop  in  the  pupil  to  teacher  ratio  in  all  50 
states  and  the  District  of  Columbia.   Nationally,  the  pupil 
to  teacher  ratio  dropped  from  21.8  in  Fall  1972  to  18.6  in 
1982  to  17.2  in  1992. 

•  The  biggest  growth  in  staff  in  the  last  20  years  was  in  non- 
teaching  staff.   While  enrollments  decreased   seven  percent 
from  Fall  1972  to  Fall  1992,  the  number  of  teachers 
increased   17  percent,  and  the  number  of  non-teaching  staff 
in  public  schools  increased  approximately  40  percent   from 
1972  to  1991. 

•  The  real  story  in  the  organizational  structure  of  education 
in  the  United  States  is  the  range  of  school  districts  and 
schools  by  enrollment  size.   A  mere  one-tenth  of  one  percent 
(21  of  the  15,358)  of  all  the  school  districts  in  this 
country  enroll  11.2  percent  of  all  the  students.   More  than 
half  —  8,260  (53.7  percent)  —  of  all  the  school  districts 
enroll  fewer  than  1,000  students  each.   More  than  a  third  — 
5,489  (35.7  percent)  —  of  the  school  districts  enroll  fewer 
than  4  50  students. 

•  While  nationally  just  over  10  percent  of  students  are 
enrolled  in  schools  with  enrollments  less  than  300 
students,  six  of  the  ten  states  which  dominate  the  highest 
ranking  in  student  performance  enroll  more  that  3  0  percent 
of  their  students  in  small  schools.  It  is  noteworthy  that 
these  states  rank  among  the  highest  on  student  performance 
measures. 

Research  shows  that  variables  that  do   make  a  difference  in 
student  performance  include: 

•  The  more  academic  courses  students  take  the  better  they 
perform  on  achievement  measures,  regardless  of  their 
socioeconomic  backgrounds. 
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•  The  more  time  students  spend  doing  homework,  the  better  they 
perform. 

•  The  more  involved  parents  are  in  the  education  of  their 
children,  the  better  students  perform. 

•  The  higher  the  expectations  of  students,  the  better  they  do. 

•  There  seems  to  be  a  positive  correlation  between  small 
school  size  and  better  student  performance,  although  smaller 
pupil-to-teacher  ratios  do  not  seem  to  improve  student 
performance. 

The  Federal  Share 

•» 

The  Department  of  Education  reports  that  total  direct 
expenditures  for  education  at  all  levels  from  all  sources  totaled 
$493.3  billion  in  1993-94.   The  federal  share  was  $41.4  billion 
(8.4  percent)  including  expenditures  of  all  federal  agencies.   An 
additional  $145.2  billion  (29.4  percent)  was  classified  under 
"All  other"  which  carried  a  footnote  which  reads  "Federally 
supported  student  aid  that  goes  to  higher  education  institutions 
through  students'  tuition  payments  is  shown  under  'All  other' 
rather  than  'Federal.'   Such  payments  would  add  substantial 
amounts  and  several  percentage  points  to  the  Federal  share." 

Federal  revenues  for  public  elementary  and  secondary  schools 
has  risen  from  $2.4  million  in  1919  to  $120.3  million  in  1947  to 
$2.8  billion  in  1967  to  $13.8  billion  in  1990,  according  to  data 
from  the  Department  of  Education's  National  Center  for  Education 
Statistics.   The  share  of  total  revenues  contributed  by  the 
federal  government  over  this  period  rose  from  0.3  percent  in  1919 
to  2.8  percent  in  1947  to  8.8  percent  in  1967  and  was  6.2  percent 
in  1990. 

The  federal  share  of  revenue  for  public  elementary  and 
secondary  education  rose  dramatically  from  4.4  percent  in  1963  to 
7.9  percent  in  1965.   This  was  the  time  when  major  education 
legislation  was  passed  by  the  Congress  —  the  Elementary  and 
Secondary  Education  Act,  with  significant  provisions  for 
disadvantaged  youth  in  the  Title  I  program  (now  Chapter  1) ;  the 
Higher  Education  Act  and  the  Education  of  All  Handicapped 
Children  Act. 

Interim  findings  of  a  congressionally  mandated  study  of  the 
impact  of  Chapter  1,  prepared  under  the  direction  of  the 
Education  Department's  Planning  and  Evaluation  Service  and 
released  last  Fall  contradict  the  widely  held  belief  that  the 
current  Chapter  1  program  has  a  demonstrable  positive  effect  on 
the  children  it  serves. 
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Among  the  findings  of  the  study  were: 

•  Chapter  1  students'  relative  ranking  on  achievement  test 
scores  showed  little  improvement  during  their  participation  in 
compensatory  education  over  the  school  year.   Their  scores 
dropped  slightly,  relative  to  national  norms,  from  the  third 
grade  cohort  both  in  reading  and  math  and  among  the  seventh  grade 
cohort  in  math. 

•  The  gains  of  Chapter  1  students  were  no  better  than  those 
of  non-participants  among  third  and  seventh  grade  cohorts, 
matched  on  the  basis  of  60  variables,  to  control  for  family 
socioeconomic  status  and  prior  achievement. 

To  conclude,  the  issue  is  not  whether  or  not  money  makes  a 
difference.   Of  course,  money  makes  a  difference.   It  makes  a 
difference  in  every  aspect  of  our  lives.   What  is  really  at  issue 
is  the  availability,  allocation,  and  effectiveness  of  resources 
for  the  nation's  educational  system.   Targeting  resources  has 
proven  to  make  a  big  difference. 

5 

Senator  DODD.  Dr.  Perelman? 

STATEMENT  OF  LEWIS  J.  PERELMAN,  SENIOR  FELLOW, 
DISCOVERY  INSTITUTE 

Mr.  Perelman.  Thank  you,  Senator. 

As  I  xinderstood  it,  the  amendment  that  Senator  Jeffords  pro- 
posed, which  was  either  the  subject  of  this  hearing  or  at  least  was 
the  precursor  to  it  calls  for  increasing  the  amount  of  Federal 
spending  on  education  as  a  share  of  the  total  Federal  budget  from 
currently  something  around  2  percent  to  something  at  least  10  per- 
cent or  more. 

And  while  I  recognize  the  good  intentions  of  the  sponsors  of  this 
amendment,  and  I  also  note  that  the  amendment  is  non-binding 
and  does  not  impose  any  force  on  the  Congress,  I  nevertheless  be- 
lieve that  it  is  ill-conceived  and  untimely  and  really  is  contrary  to 
the  best  social  and  economic  interests  of  the  United  States  today 
and  tomorrow.  And  if  I  were  a  Senator,  I  would  not  have  voted  for 
it  £ind  would  not  recommend  it  to  my  colleagues. 

Now,  the  reasons  for  that  judgment  and  the  kinds  of  poUcies  I 
believe  the  Congress  should  be  considering  instead  can  be  found  in 
considerable  detail  and  some  length  in  my  recent  book  School  Is 
Out,  which  you  kindly  mentioned  at  the  outset  of  this.  A  brief  syn- 
opsis of  the  book's  argument  is  attached  in  an  article  to  this  testi- 
mony! which  was  published  this  past  winter,  this  ongoing  winter, 
this  endless  winter  that  we  are  having. 

But  let  me  note  briefly  here  that  the  basis  of  the  book  and,  there- 
fore, of  the  findings  that  are  summarized  here  was  roughly  a  $1 
million  research  effort  carried  out  over  several  years  and  sponsored 
by  a  dozen  or  more  United  States  corporations  and  foundations  and 
associations. 

I  also  drew  extensively  on  my  professional  experience  in  tech- 
nology and  economics  at  two  national  laboratories  as  a  planning  di- 
rector of  a  Fortune  400  corporation,  as  well  as  over  3  years  of  re- 

1  See  p.  495. 
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search  that  I  did  at  Harvard  University  in  my  youth.  I  mention  all 
of  that  just  to  emphasize  that  the  analysis  and  the  recommenda- 
tions and  conclusions  that  are  in  my  book  and  here  are  grounded 
in  fact  in  not  just  philosophy. 

So  based  on  all  of  that,  I  want  to  offer  a  few  brief  and  critical 
comments  about  the  proposed  amendment  and  the  policies  that  it 
advocates. 

First,  there  is  no  basis  for  arguing  that  the  share  of  Federal 
spending  devoted  to  education  is  insufficient.  Federal  spending  on 
education  has  increased,  as  you  have  noted,  but  has  not  declined. 
Nationally,  some  $100  billion,  after  discounting  inflation,  has  been 
added  to  the  Nation's  annual  education  bill  since  the  1980's,  in  the 
last  decade  or  so.  And  as  is  well  known  to  this  committee,  the 
growth  of  entitlements  and  debt  service,  as  you  also  mentioned  ear- 
Uer,  has  been  the  main  factor  which  has  reduced  the  share  of  all 
discretionary  spending,  including  education. 

Now,  the  clear  mandate,  it  seems  to  me,  of  the  last  election  was 
for  deficit  reduction.  Adding  over  $120  billion  in  new  spending  to 
education  is  not  consistent  with  what  I  believe  the  public  demands 
of  this  Congress. 

As  several  Senators  have  noted,  the  only  way  the  goal  of  the  pro- 
posed amendment  seems  to  be  able  to  be  achieved  under  current 
policy  would  be  to  reallocate  those  funds  from  other  budget  cat- 
egories. And  neither  the  amendment  nor  the  sponsors,  to  my 
knowledge,  have  proposed  the  specific  cuts  in  other  parts  of  the 
Federal  budget  are  intended  to  provide  the  very  large,  and  I  believe 
unwarranted  addition  to  educational  spending. 

The  economic  rationale  for  the  proposed  amendment  is,  in  my 
judgment,  far  behind  the  times  and  does  not  reflect  current  or  fu- 
ture technological  and  economic  realities.  The  American  economy  is 
clearly  number  one  in  the  world  today.  American  workers  are  in 
fact  the  most  productive  in  the  world.  American  businesses  are  the 
most  competitive  in  the  world.  American  technology  and  popular 
culture  are  leading  the  entire  world  into  a  brand  new  age. 

America  today  is  ahead  of  Germany,  Japan  and  all  the  other 
countries  whose  education  systems  and  academic  achievements,  we 
are  told,  are  supposedly  superior  and  reputed  to  be  a  cause  of  their 
alleged  economic  advantage.  If  there  is  a  threat  to  the  future  pros- 
perity and  leadership  of  the  American  economy,  it  is  too  much 
spending  on  too  much  education. 

To  balance  the  huge  stack  of  reports  that  have  been  cited  here, 
let  me  just  show  you  a  few  tables  which  I  did  not  have  time  to  pre- 
pare for  you  on  posters,  which  I  have  used  in  a  number  of  presen- 
tations both  to  the  Congress  and  other  Federal  agencies  to  illus- 
trate that  point. 

Education  has  the  worst  productivity  record  of  any  major  Amer- 
ican industry.  It  is  roughly  tied  with  health  care  as  our  biggest  sin- 
gle industry.  Education's  labor  cost  as  productivity  is  less  than  half 
of  the  productivity  of  such  high-tech  information  industries  as  tele- 
communications. And  the  productivity,  the  labor  productivity  of 
education  has  been  going  down,  while  the  productivity  of  every 
other  information  based  industry  has  been  skyrocketing,  as  I  am 
sure  you  all  understand  very  well.  Also,  data  I  am  showing  here 
is  largely  derived  from  Office  of  Technology  Assessmentreports. 
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Why  is  that?  Mainly  because  education  industry  spend  almost 
nothing  on  modem  technology.  The  average  American  business 
puts  roughly  $50,000  or  $60,000  worth  of  capital  investment,  which 
is  in  economist  terms  for  buying  technology  to  create  each  job.  In 
high-tech  industry  like  computers  and  pharmaceuticals,  you  com- 
monly find  $50,000,  $100,000,  $200,000,  sometimes  up  to  $1  billion 
of  high-technology  capital  investment  for  each  worker.  In  edu- 
cation, according  to  OPA's  studies,  it  is  something  less  than  $1,000 
per  paid  employee.  So  that  is  a  thousand  times  or  more  less  tech- 
nology made  available  to  educational  workers  to  do  their  work. 

The  result  of  that  I  am  sure  is  well  known  to  all  of  you,  which 
is  that  we  see  a  huge  and  rapidly  growing  technology  gap  between 
the  environment  of  the  classroom,  both  in  schools  and  colleges,  in 
99  percent  of  the  classrooms  of  this  country,  and  the  real  world, 
both  in  the  workplace  and  the  home  that  is  rapidly  being  trans- 
formed by  technological  revolution  outside  those  buildings.  You 
know  those  data  so  well,  I  will  not  even  bother  going  over  them  all 
right  now. 

It  is  a  matter  of  budget  priorities,  as  others  have  suggested.  Edu- 
cation is  an  industry  that  invests  almost  nothing  in  acquiring  mod- 
em technology  for  its  workers  to  do  the  work  of  learning,  it  invests 
almost  nothing  in  the  research  and  development  aimed  at  improv- 
ing the  technology  that  it  uses. 

Again,  OTA  studies  show  that  roughly  2  percent  of  the  average 
American  businesses'  annual  revenues  go  back  into  research  and 
development  to  improve  the  productivity  of  their  products  and  their 
processes.  But  in  high-tech  industries  Uke  computer  software  and 
so  forth,  you  commonly  find  10,  20  percent,  sometimes  30  percent 
or  more  of  annual  revenues  going  back  into  R&D  to  improve  pro- 
ductivity. But  in  education,  OTA  studies  could  only  find  one-quar- 
ter of  Vio  of  1  percent  of  annual  expenditures  in  education  going 
to  research  and  development  to  improve  productivity.  So, 
unsurprisingly,  productivity  does  not  change. 

That  is  the  efficiency  side  of  the  equation.  The  other  part  of  pro- 
ductivity is  what  are  you  producing  and  what  is  it  worth?  And 
what  education  as  an  industry  mainly  produce  is  diplomas.  And  the 
message  of  the  recent  recession  of  the  1990*s  is  that  diplomas  have 
become  the  junk  bonds  of  this  decade.  They  are  an  asset  which  is 
rapidly  depreciating  in  value. 

And  the  economic  realities,  which  have  changed  drastically  in  the 
last  3  or  4  years,  is  that,  in  contrast  to  many  of  the  facts  that  have 
been  cited  here  to  justify  throwing  more  money  at  education,  today 
it  is  among  our  most  trained,  most  schooled  and  most  educated 
workers  where  unemployment  is  greatest  and  growing  most  rap- 
idly. 

In  fact,  a  recent  study  by  the  American  Management  Association 
showed  that  55  percent  of  the  new  unemployed  in  American  busi- 
ness today  are  managerial  professional  technical  white-collar  work- 
ers, most  of  whom  have  college  degrees.  That  is  who  the  new  un- 
employed are. 

Other  economic  studies  show  that  it  is  the  most  educated  work- 
ers who  can  expect  to  have  high  levels  of  unemployment  and 
underemployment  in  this  decade  and  in  the  future.  This  is  because 
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of  the  drastic  structural  changes  going  on  in  the  world  economy 
which  our  policies  have  not  caught  up  with. 

Meanwhile,  of  course,  the  costs  of  education  as  an  industry  con- 
tinue to  soar  even  faster  than  health  care  costs,  about  which  we 
have  heard  so  much  concern.  So  there  is  something  fundamentally 
wrong  with  the  whole  equation  that  we  are  talking  about  here. 

On  the  other  hand,  there  is  reason  for  great  hope  that  we  can 
do  much  better.  The  accelerating  fusion  of  exploding  computing 
power,  increasingly  sophisticated  multimedia  software,  advancing 
cognitive  science  and  the  burgeoning  so-called  information  super 
highways  has  made  classrooms  utterly  obsolete  as  media  for  ac- 
quiring useful  knowledge  and  skills. 

The  same  technological  revolution  in  the  workplace  has  made  the 
kinds  of  skills  conveyed  by  supposedly  excellent  academic  institu- 
tions as  measured  by  diplomas  and  test  scores  and  so  forth  organi- 
zationally and  economically  counterproductive.  Some  of  our  best 
students  turn  out  to  be  some  of  our  least  effective  workers,  and 
some  of  our  worst  students  turn  out  to  be  some  of  our  most  effec- 
tive workers. 

Leading  edge  corporations  are  discovering  this.  They  are  rapidly 
replacing  classroom  training  and  education  with  what  they  call 
just-in-time  learning,  knowledge  and  expert  systems  delivered  by 
computers  and  broad-band  telecommunications  networks  to  the 
workers'  fingertips,  so  that  they  can  learn  what  they  need  to  learn 
just  in  time  to  solve  the  problem  at  hand. 

They  are  also  discovering  that  to  make  such  reengineered  busi- 
ness processes  work,  these  companies  must  shed  their  most  di- 
ploma endowed  middle  managers  and  technical  bureaucrats  by  the 
thousands  every  work  day,  as  you  know  very  well. 

Now,  it  seems  to  me  that  an  amendment  that  asks  the  Congress 
to  commit  more  hundreds  of  billions  of  taxpayer  dollars  to  outworn 
academic  institutions  is  asking,  in  effect,  for  a  permanent  welfare 
program  for  the  horse  and  buggy.  In  short,  subsidizing  America's 
schools  and  colleges  and  at  the  same  time  proposing  to  meet  the 
challenges  and  also  the  opportunities  of  the  21st  Century  economy, 
as  the  title  of  this  hearing  suggests,  in  fact  are  mutually  exclusive 
goals.  More  of  one  means  less  of  the  other. 

Now,  I  want  to  offer  also  a  sympathetic  comment,  after  that  dia- 
tribe. The  concern  expressed  by  you,  Senator  Dodd,  and  some  of 
your  other  amendment  sponsors  and  colleagues  about  the  inequal- 
ity and  sheer  irrationgdity  of  property  tax  funding  of  education  is 
I  believe  very  well  justified. 

The  appropriate  solution,  though,  is  to  encourage  other  States  to 
follow  Michigan's  lead  in  simply  abolishing  the  property  tax  to  fund 
education  altogether.  At  the  same  time,  rather  than  simply  replac- 
ing those  fiinds  with  other  taxes,  as  some  have  suggested,  I  believe 
that  both  total  taxes  and  education  expenditures  could  be  slashed 
by  privatizing  public  supported  institutions,  and  then  public  fiinds 
should  be  put  directly  into  the  learning  consumers'  hands  in  the 
forms  of  a  megins  tested,  what  I  call  microvoucher  program  similar 
in  design  to  the  Food  Stamp  Program,  that  would  give  progres- 
sively more  public  assistance  to  those  with  the  greatest  disadvan- 
tages, as  Senator  Simon  suggested  in  his  reference  to  Sweden  ear- 
lier today,  and  less,  of  course,  to  the  better  off,  a  true  means  tested 
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public  program.  And  we  could  save  huge  amounts  of  money,  hun- 
dreds of  biUions  of  dollars,  do  a  better  job  for  everybody  at  much 
lower  cost. 

Let  me  just  conclude  these  remarks  with  a  philosophical  com- 
ment that  I  began  my  book  with,  which  is  a  quote  from  Thomas 
Jefferson,  which  I  am  sure  you  know  veiy  well,  because  it  is  in- 
scribed on  the  wall  of  the  Jefferson  Memorial.  Jefferson  said: 

I  am  not  an  advocate  for  firequent  changes  in  laws  and  constitutions,  but  laws  and 
institutions  go  hand-in-hand  with  the  progress  of  the  human  mind.  As  that  becomes 
more  developed,  more  enlightened,  as  new  discoveries  are  made,  new  truths  discov- 
ered and  manners  and  opinion"  change  with  the  change  of  circumstances,  institu- 
tions must  advance  also  to  keep  pace  with  the  times.  We  might  as  well  require  a 
man  to  wear  still  the  coat  which  fitted  him  when  a  boy,  as  civilized  society  to  re- 
main ever  under  the  regimen  of  their  barbarous  ancestors. 

Thank  you  very  much. 

Senator  Dodd.  Thank  you  very  much,  Dr.  Perelman,  for  your  tes- 
timony. You  do  not  mince  words.  You  have  a  very  clear  point  of 
view. 

[The  prepared  statement  of  Mr.  Perelman  follows:] 
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TESTIMONY  BY 

LEWIS  J.  PERELMAN 
Author,  School's  Out;  Adjunct  Sr.  Fellow,  Discovery  Institute 

HEARING  OF  THE  U.S.  SENATE  COMMITTEE  ON  THE  BUDGET, 
"AMERICA'S  SCHOOLS:  MEETING  THE  CHALLENGES  OF  THE  2 1ST  CENTURY" 

March  4.  1994 


Mr.  Chairman: 

■» 

The  amendment  this  hearing  addresses,  introduced  by  Senator  Jeffords  and 
cosponsored  by  several  other  senators,  proposes  that  the  Senate  proclaim  its  intention 
to  increase  the  proportion  of  the  total  federal  budget  devoted  to  education  spending 
from  its  current  level  of  about  2  percent  to  at  least  10  percent.  While  I  recognize  the 
good  intentions  of  the  sponsors  of  this  amendment,  and  also  note  that  the  amendment 
is  nonbinding,  without  force  of  law,  I  believe  that  it  is  ill-conceived,  untimely,  and 
actually  contrary  to  the  best  economic  and  social  interests  of  the  United  States.   I 
would  recommend  that  the  amendment  not  be  supported  by  this  committee  or  the  rest 
of  the  Senate. 

The  reasons  for  that  judgment,  and  the  kinds  of  policies  I  believe  the  Congress  should 
be  considering  instead,  can  be  found  in  considerable  detail  and  length  in  my  recent 
book.  School's  Out.  A  brief  synopsis  of  the  book's  argument  which  is  relevant  to  the 
proposed  amendment  is  in  an  article  1  have  attached  as  the  balance  of  my  testimony, 
"Hyperleaming  and  the  New  Economy,"  from  the  Winter  1993  issue  of  the  journal 
Technos,  published  by  the  Agency  for  Instructional  Technology. 

Let  me  note  that  the  basis  of  the  book,  and  therefore  of  the  findings  summarized  in  the 
article,  was  roughly  a  million-dollar  research  effort,  carried  out  over  several  years, 
sponsored  by  about  a  dozen  major  U.S.  foundations,  corporations,  and  associations. 
The  book  also  drew  on  my  professional  experience  in  technology  and  economics  at 
two  national  laboratories  and  as  a  planning  director  in  a  Fortune  100  corporation,  as 
well  as  over  three  years  of  graduate  research  at  Harvard  University.  I  mention  this  to 
emphasize  that  the  analysis  and  conclusions  in  School's  Out  are  grounded  in  fact  not 
philosophy. 

Based  on  those  findings,  I  will  offer  the  following  brief,  critical  comments  on  the 
proposed  amendment: 
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■  There  is  no  basis  for  arguing  that  the  share  of  federal  spending  devoted  to  education 
is  insufficient.   Federal  spending  on  education  has  increased  not  declined.   Nationally 
some  $100  billion,  discounting  inflation,  has  been  added  to  the  Nation's  education 
annual  education  biU  since  the  early  1980s.   As  is  well  known  to  this  committee,  the 
growth  in  entitlements  and  debt  service  has  been  the  main  factor  reducing  the  share  of 
all  discretionary  spending,  including  education,  in  the  total  federal  budget. 

■  The  clear  mandate  of  the  last  election  was  for  deficit  reduction.   Adding  over  $120 
billion  in  new  spending  to  education  is  not  consistent  with  what  the  public  demands  of 
this  Congress.  As  several  senators  have  noted,  the  only  way  the  goal  of  the  proposed 
amendment  could  be  achieved  under  current  policies  would  be  to  reallocate  those 
funtts  from  other  budget  categories.   Neither  the  amendment  nor  its  sponsors  have 
proposed  the  specific  cuts  in  other  parts  of  the  federal  budget  that  are  intended  to 
provide  the  huge  (and  unwarranted)  addition  to  education  expenditures. 

■  The  economic  rationale  for  the  proposed  amendment  is  far  behind  the  times,  and 
does  not  reflect  current  or  future  technological  and  economic  realities.   The  American 
economy  is  clearly  number  one  in  the  world  today.   American  workers  are  the  most 
productive  in  the  world.  American  businesses  are  the  most  competitive  in  the  world. 
American  technology  and  popular  culture  are  leading  the  world  into  a  new  age. 
America  is  ahead  of  Germany,  Japan,  and  aU  the  other  countries  whose  education 
systems  and  academic  achievements  are  supposed  to  be  superior,  and  reputed  to  be  a 
cause  of  economic  advantage. 

■  If  there  is  a  threat  to  the  future  prosperity  and  leadership  of  the  American  economy, 
it  is  too  much  spending  on  too  much  education.  America  now  has  the  most  schooled 
workforce  in  history.    In  the  past  few  years,  unemployment  has  been  growing  most 
among  white-collar  managerial,  professional,  technical  workers  —  the  most  educated, 
most  trained  workers.   Up  to  half  of  aU  college  graduates  in  this  decade  can  expect  to 
be  either  unemployed  or  underemployed  in  jobs  for  which  their  credentials  are 
unnecessary.   Meanwhile  costs  in  the  education  sector,  which  is  nearly  as  large  as  the 
health  care  sector,  have  been  rising  even  faster  than  health  care  costs. 

■  The  accelerating  fusion  of  exploding  computer  power,  increasingly  sophisticated 
multimedia  software,  advancing  cognitive  science,  and  the  burgeoning  "information 
superhighways"  has  made  classrooms  utterly  obsolete  as  media  for  acquiring  useful 
knowledge  and  skiUs.   The  same  technological  revolution  in  the  workplace  has  made 
the  kinds  of  skills  conveyed  by  supposed  "excellent"  academic  institutions 
organizationally  and  economically  counterproductive.   Leading-edge  corporations  are 
rapidly  replacing  classroom  training  and  education  with  "just-in-time"  learning, 
knowledge,  and  expert  systems.   And  they  are  discovering  that,  to  make  such 
"reengineered"  business  processes  work,  they  must  shed  their  most  diploma-endowed 
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middle  managers  and  technical  bureaucrats  by  the  thousands  every  week.  An 
amendment  that  asks  the  Congress  to  commit  more  hundreds  of  billions  of  taxpayer 
dollars  to  outworn  academic  institutions  is  asking  for  a  permanent  welfare  program  for 
the  horse  and  buggy.   In  short,  subsidizing  America's  schools  and  meeting  the 
challenges  (and  opportunities)  of  the  21st  century  are  mutually  exclusive:  More  of  one 
means  less  of  the  other. 

■  One  sympathetic  comment:  The  concern  expressed  by  Senator  Dodd  and  other 
amendment  sponsors  about  the  inequality  and  sheer  irrationality  of  property-tax 
funding  of  education  is,  I  believe,  well  justified.  The  appropriate  solution  though  is  to 
encourage  other  states  to  follow  Michigan's  lead  in  simply  abolishing  the  property  tax 
to  fimd  education  altogether.   Rather  than  simply  replace  those  funds  with  other  taxes, 
both  total  taxes  and  education  expenditures  could  be  slashed  by  privatizing  public- 
supported  institutions.  Then,  public  funds  should  be  put  directly  into  the  learning 
consumer's  hands  in  the  form  of  a  means-tested  "microvoucher"  program  that  would 
give  progressively  more  public  assistance  to  those  with  the  greatest  disadvantage,  and 
less  to  those  who  are  better  off. 

I  appreciate  the  opportunity  to  testify  to  this  committee,  and  hope  that  my 
contributions  will  be  useful. 
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Hyperlearning  and  the  New  Economy 


III  l.i«isJ.  Perelman 

«  nil  \.  POLITICIANS  CONVENTIONALLY  CLAIM  THAT 
MORE  INVESTMENT  IN  EDUCATION  IS  NEEDED  TO 
PRODUCE  -HIGH-SKILL.  HIGH-WAGE  JOBS."  TECH 
NOLOGY  ANALYST.  MANAGEMENT  CONSULTANT. 
AND  AUTHOR  LEW  PERELMAN  WARNS  THAT  JOBS 
ARE  A  VANISHING  SPECIES.  HE  CALLS  EDUCATION  A 
SOLID  G^LD  LIFE  JACKET  THAT  THREATENS  TO  SINK 
OUR  ECONOMY.  NOT  SAVE  IT.  INSTEAD.  HYPER- 
LEARNING— RESULTING  FROM  THE  DIGITAL  FUSION 
OF  INFORMATION  TECHNOLOGY  — HOLDS  THE  KEY 
TO  SUCCESS  IN  THE  NEW  ECONOMIC  ORDER. 


In  past  economic  revolutions,  workers  displaced  by  the 
efficiencies  delivered  by  technological  innovation  shifted 
first  from  agriculture  to  manufacturing,  and  then  from 
manufacturing  to  services.  But  the  recent  recession  marks  the 
realization,  at  last,  of  effective  automation  and  real  productivity 
gains  in  the  services  sector,  too.  The  lack  of  productivity  growth 
in  services  has  been  the  main  culprit  in  the  stagnation  of  U.S. 
living  standards  for  the  last  two  decades,  so  the  improvement  in 
service  productivity  should  be  welcome  progress.  But  the 
legions  of  white-collar  service  workers  being  shed  appear  to 
have  nowhere  to  go.  We  seem  to  have  run  out  of  sectors. 

The  answer  to  this  dilemma  lies  in  the  growth  of  the  "knowl- 
edge sector"  as  a  unique,  fourth  area  of  the  modem  economy. 
Intellectual  property,  or  more  simply,  software,  is  the  practical 
currency  of  the  knowledge  sector.  Unlike  energy  and  materials, 
information  is  practically  boundless.  So,  in  theory,  the  software- 
based  knowledge  sector  need  never  run  into  "limits  to  growth." 

Rather  than  being  a  distinctly  independent  domain,  the 
knowledge  sector  tends  to  overlap  other  fields.  Software  is 
neither  a  "product"  nor  a  "service"  and  is  "food"  for  the  mind, 
not  the  body.  Rather,  "soft"  information-ware  has  special  char- 
acteristics that  distinguish  it  from  all  other  economic  entities. 
Most  notable  may  be  that  information  can  be  taken  without 
being  lost.  By  the  same  token,  information  may  be  licensed  or 
leased  to  a  large  number  of  people  at  the  same  time  without 
being  divided  or  diminished.  This  makes  intellectual  property, 
or  software,  extremely  profitable  to  own  and  therefore  very 
attractive  to  steal.  So  information's  special  nature  also  makes 
property  law  far  more  critical  to  information-based  businesses. 
even  as  it  makes  enforcement  of  that  law  more  complicated. 

"Capital"  and  "intellectual  capital"  become  ever  more  the 
same  thing.  Knowledge-age  technology  makes  the  value  of 


physical  goods  as  well  as  services  increasingly  dependent  on 
their  knowledge  content.  The  creation  of  knowledge  through 
learning  and  the  embodiment  of  knowledge  in  software  now 
hold  the  keys  to  wealth.  Software  has  become  the  most 
importanl  business  in  the  modem  world. 

Ownership  of  capital,  particularly  in  the  form  of  intellectual 
property,  from  now  onward  will  be  progressively  more  important 
to  personal  and  family  income  than  performance  of  labor  as  it 
traditionally  has  been  envisioned,  even  for  those  with  nominally 
high  skills.  The  bellwether  for  this  new  kind  of  economy  can  be 
found  not  in  Oetroit  but  in  Hollywood. 

In  this  new  economy,  the  core  of  full-time  employees  is 
shrinking  to  the  vanishing  point.  The  majority  of  the  future  work 
force  is  destined  to  be  made  up  of  contractors  and  consultants, 
including  temporary  and  part-time  workers,  whose  role  is  more 
one  of  supplier  than  that  of  employee.  As  intellectual  property 
becomes  more  central  to  the  valuation  of  more  businesses,  and 
as  most  "production"  work  is  eventually  taken  over  by 
machines,  workers  in  most  fields — like  the  diverse  craftspeople 
who  participate  in  making  Hollywood's  audio  and  visual 
products — will  want  compensation  in  the  form  of  points  and 
residuals — that  is.  a  share  in  the  ownership  of  capital. 

From  Edication  to  Learning 
Faced  with  this  new  order,  we  must  understand  that  the  real 
threat  posed  to  our  economy  by  public  education — colleges  as 
well  as  schools — is  not  inadequacy  but  excess:  loo  much 
schooling  at  too  high  a  cost. 

America  currently  has  the  most  schooled  work  force  in  its 
history.  During  the  last  two  decades,  the  number  of  college 
graduates  soared  from  less  than  1 1  percent  to  over  2 1  percent  of 
the  work  force.  In  the  recent  recession,  the  most  educated 


TECHSOS    VOL    J  Sa    <  .   « INTER   I  <>fi:i 


496 


workers  bore  a  disproponionaie  share  of  unemploymcni  And  ii 
conlinues  A  whl(e-collar  middle  manager  is  about  Ihree  limes 
more  likely  lo  become  unemployed  now  than  the  average  blue- 
collar  worker.  More  than  half  of  the  thousands  of  employees  be- 
coming unemployed  in  the  ongoing  wave  of  corporate  staff  cuts 
are  managers,  professionals,  and  technicians,  most  of  whom 
have  college  degrees.  Because  the  cuts  are  permanent,  fewer 
than  a  quarter  of  these  people  can  find  similar  new  jobs  today, 
down  from  90  percent  a  decade  ago.  Economist  Gary  Schilling 
expects  at  least  10  percent  of  U.S.  college  graduates  will  be  un- 
employed dunng  the  1990s.  Recent  Department  of  Labor  studies 
indicate  thai  another  quarter  to  half  will  wind  up  "underem- 
ployed"— in  jobs  for  which  their  diplomas  are  irrelevant. 

The  value  of  academia's  diplomas  is  deflating,  even  as  their 
cost  continues  to  balloon.  The  nearly  $490  billion  the  United 
States  spent  on  schools  and  colleges  in  1993  represents  an  in- 
flation-adjusted increase  of  40  percent,  or  over  $100  billion  a 
year,  in  annual  U.S.  education  spending  during  the  last  10  years. 
That's  mostly  tax  dollars — half  again  more  than  for  defense  or 
the  federal  deficit — for  services  of  dubious  and  declining  worth. 
Education's  labor  costs  are  93  percent  of  its  output  (or  reve- 
nues), more  than  twice  as  high  as  high-tech  businesses  such  as 
telecommunications. 

The  education  sector  is  the  biggest  information-based  indus- 
try, tied  with  health  care  as  the  biggest  industry  in  our  economy 
overall.  Yet  it  is  on  the  downward  slope  of  sharply  declining 
productivity,  even  though  advancing  technology  is  making  every 
other  information  business  ever  more  efficieni.  Why?  Because 
education  is  the  last  great  bastion  of  socialist  economics  on 
earth.  Public  education  is  a  redundant  term.  Over  90  percent  of 
the  services  provided  by  educational  institutions  in  the  United 
States  are  owned,  operated,  subsidized,  or  regulated  by  govern- 
ment. In  most  other  countries,  government  control  is  more  nearly 
total.  American  schools  and  colleges  are  as  productive  and 
innovative  as  Soviet  collective  farms.  Why?  Because  market 
competition  and  the  profit  motive  are  absent. 

Don't  the  "kr>owledge  workers"  of  the  new  economic  age 
need  to  learn  a  lot  more  to  be  productive  and  competitive?  Sure. 
We  all  need  to  learn  much  more,  much  faster — not  just  lo  get 
ready  for  work  but  to  keep  up  with  the  electric  changes  and 
exploding  information  that  permeate  our  in- 
creasingly checkered  careers.  Moreover, 
learning  is  the  work  that  two-thirds  to 
three-quarters  of  U.S.  workers  now 
get  paid  to  do.  In  fact,  learning  is  the 
central  production  process  of  the  Im- 
minent knowledge-age  economy.  But 
schooling  has  become  an  obstacle  to  the 
kind  of  learning  the  modem  work  force 
needs.  Education  In  general  is  actually  the 
opposite  of  the  kind  of  high-tech  learning  enterprise,  or 
hyperleaming.*  on  which  the  new  economy  must  be  founded. 

A  yawning  technology  gap  is  growing  between  the  environ- 
ment of  school  or  college  classrooms  and  the  rest  of  the  worid. 
Had  the  power  of  educational  technology  grown  at  the  same 
pace  over  the  last  four  decades  as  has  the  power  of  computer 
technology,  a  high  school  or  college  diploma  could  be  "pro- 
duced" in  less  than  five  minutes  for  less  than  five  cents.  To 


close  this  growing  icchnolog)  gap,  three  nujor  education  polic> 
issues  must  be  addressed:  accountability,  credenliallng.  and 
commercialisation  (or  lack  of  it)  in  education 

Reokfimm;  Acciu  ntarilitv 

A  system  of  accountability  in  the  technologically  advanced 
world  will  work  very  differently  from  what  academia  is  used  to 
Accountability  will  be  lo  the  consumer  (not  to  politicians,  not  lo 
academics),  o/ competitive  vendors  (not  of  teachers,  schools,  or 
public  bureaucracies);  in  real  time  (not  in  a  few  years  or 
months):  and  h\  cenificaiion  of  competency  (noi  by  credentials 
based  on  attendance). 

Eiltuution  in  iiciwral  is  ocliuilly  the  opposite 
of  the  kiiul  of  hi\ih-tei  h  leaiiiiiiii  enterprise, 
or  hyperlearnini;.  on  which  the  new  economy 
must  he  founded. 

That's  not  the  way  the  paper  chase  for  academic  credentials 
now  works.  Diplomas  are  awarded  for  classroom  seat  time  in 
the  form  of  credit  hours  or  Camegie  units.  To  get  the  diploma, 
the  student  and  ihe  taxpayers  have  to  pay  a  school  or  college  for 
lime  attended,  not  for  the  value  of  service  received 

The  teaching  model  of  traditional  education  consciously 
serves  the  needs  of  a  machine-age.  industrial  economy.  The 
main  functional  focus  of  the  present  system  is  not  learning:  it  is 
screening  out.  In  this  way.  failure  is  maximized  in  the  name  of 
"standards"  in  order  to  label  ihe  minority  of  surviving  students 
"excellent." 

In  Ihe  new  economy,  where  mindcraft  replaces  handicraft  as 
ihe  main  form  of  work,  educational  credentials  that  represent 
the  residue  after  screening  out  failure  have  as  little  place  as  the 
obsolete  industrial-age  practice  of  inspecting  products  for 
defects  at  the  end  of  the  assembly  line.  The  very  nature  of  both 
advanced  technology  and  mindcraft  work  demands  that  the 
"production"  of  learning.  Including  Its  human  and  nonhuman 
elements,  be  as  neariy  defect-free  as  possible. 

Advanced  learning  technology  renders  obsolete  the  teaching, 
testing,  and  failure  on  which  academic  credentialism  today  rests. 
Automated  instructional  systems  build  real-time,  continuous  as- 
sessment and  feedback  into  the  learning  processes  that  are  ever 
more  embedded  in  the  many  tools  of  the  smart  environment.  The 
common  practice  of  mindcraft  work  in  teams  linked  through 
groupware  eliminates  most,  if  not  all.  of  the  functional  distinc- 
tion and  rewards  that  academic  credentials  are  now  expected  lo 
confer. 

The  mindcraft  economy  will  replace  degrees  and  diplomas 
with  precise  instruments  that  certify  anainment  of  competency. 
Groupware-based  teams  will  give  little  or  no  premium  to  what  a 
person  did  In  school  15  years  ago  but  will  be  quite  interested  in 
what  knowledge,  skills,  and  talents  a  person  can  bring  to  solving 
an  immediate  problem.  The  new,  high-tech  processes  of  certifi- 
cation will  focus  on  "screening  in."  in  order  to  identify  the  na- 
ture and  degree  of  specific  shortcomings.  This  will  lead  directly 
to  the  most  efficient  learning  resources  needed  to  close  the  gaps 
and  qualify  people  to  perform  the  work  ihey  want  to  do. 
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•Hvp«rleaming  is  defined  in 
Perelman's  book.  School's  Out 
The  hyper  in  hyperlearning  (HL) 
refer?  not  merely  lo  the  estraor- 
dinary  speed  and  scope  of  new 
information  technology,  but  to 
an  unprecedented  degree  of 
connectedness  of  knowledge, 
experience,  media,  and  brains — 
both  human  and  nonhuman.  The 
learning  in  HL  refers  most 
literally  to  the  transformation  of 
knowledge  and  behavior  through 
experience  —  what  learning 
means  in  this  context  goes  as  far 
beyond  mere  education  or  train- 
ing as  the  space  shuttle  goes 
beyond  the  dugout  canoe." 


ELI.MINATIN<i   CrKUKNTIALISM 

The  key  to  breaking  down  the  existing  aca- 
demic empire  is  to  eliminate  credeniialism. 
That  means  getting  the  majonl\  of  employers 
to  stop  using  or  accepting  academic  diplomas 
in  makmg  hiring,  promoiion.  or  other  em- 
ployment decisions.  Simply  put.  people's 
economic  opportunities  should  depend  only 
on  what  they  know  and  what  they  can  do. 

Several  steps  could  be  taken  lo  promote 
the  goal  of  a  diplomaless.  competency-based 
economy. 

•  SCANS  II.  The  first  Secretary's  Com- 
mission on  Achiev:ng  Necessary  Skills 
(SCANS),  convened  by  Labor  Secretary 
Elizabeth  Dole,  included  representatives  of 
a  range  of  American  industries.  The  com- 
mission worked  productively  during 

1990  to  define  a  set  of  compe- 
tencies needed  for  employment 
in  the  modem  economy  and  lo 
establish  criteria  for  assessing 
those  skills.  The  SCANS  work 
could  move  from  theory  to 
practice  if  U.S.  employers  (either 
through  trade  associations  or  individ- 
ually) were  to  Join  a  coalition  pledged  to 
implement  the  kind  of  competency-based 
employment  practices  suggested  in  the 
final  SCANS  report  within  a  reasonable 
phase-in  period. 

•  Competency-based  government  employ- 
ment. The  federal  and  state  governments 
should  be  models  for  other  employers  by 
directing  the  reform  of  their  own  em- 
ployment and  contracting  practices  to 
eliminate  all  requirements  and  references 
to  scholastic  diplomas  and  degrees. 

•  Review  of  equal  employment  opportu- 
nity laws  and  regulations.  Federal  and 
state  justice  departments  should  review 
existing  civil  rights  laws  and  regulations  to 
determine  to  what  extent  employment 
discrimination  based  on  academic 
diplomas  may  be  in  violation. 

•  Research  and  development  on  compe- 
tency assessment.  A  new  national  program 
of  research  and  development  on  human  per- 
formance assessment,  aimed  at  advancing 
the  cost-effectiveness  of  the  technology 
needed  to  measure  what  people  know  and 
can  do  in  the  context  of  real  work  require- 
ments, should  be  established. 

•  Knowledge  Resources  Department.  To 
focus  on  the  opportunities  of  the  future 
rather  than  on  the  special  interests  of  a  fad- 
ing era.  a  new  Department  of  Knowledge 


Resources  should  be  formed  by  merging  the 
Education  and  Labor  depanmcnts  along 
with  the  National  Science  Foundation,  the 
Federal  Communications  Commission. 
NASA,  and  pan  or  most  of  the  Department 
of  Energy  national  laboratories.  Other  rele- 
vant research  and  know  ledge -oriented  or- 
ganizations, such  as  the  National  Oceanic 
and  Atmospheric  Administration  and  the 
Census  Bureau,  could  be  included.  Slates 
should  follow  the  same  structure. 

•  Termination  of  direct  government  aid  to 
schools  and  colleges.  To  refocus  public 
resources  from  supporting  the  academic 
paper  chase  to  supporting  the  consumer's 
quest  for  personal  competency,  the  allo- 
cation of  government  funds  directly  to 

schools  and  colleges  for  instruction- 
I  rela'ed  purposes  (as  opposed  to 

research  grani;)  should  be 
ended. 

•  Entrepreneurship  as  a  new 
focus  of  "jobs"  priority.  In  all 
the  above  initiatives  and  others, 
preparation  and  competency  for 
entrepreneurship  should  be  given 
priority  at  least  equal  to  or  greater  than  that 
given  for  employment. 

Au(IPTiN(i   CciMMtRCIALIZXTlON 

Another  essential  step  in  the  technological 
revolution  strategy  is  the  commercial  privati- 
zation of  the  entire  education  sector  The  kind 
of  privatization  needed  to  extncate  learning 
from  the  wasteful  quagmire  of  obsolete 
schooling  requires  eliminating  government 
ownership,  operation,  and  subsidy  of  educa- 
tion and  training  institutions,  thus  freeing  the 
S490  billion  of  annual  U.S.  education-related 
spending  to  become  a  true  market  for  private. 
profit-seeking  enterprise. 

Microchoice  is  the  alternative  needed  to 
replace  the  socialist  economy  of  scholastic  in- 
stitutions with  a  commercial  industry  offering 
specific  products  and  services  that  respond 
directly  to  the  personal  demands  of  individual 
learners.  The  microchoice  solution  includes 
five  elements: 

•  Microvouchers.  A  financing  technology 
similar  to  a  bank  credit  or  debit  card  that 
puts  control  in  the  hands  of  the  consumer 
microvouchers  would  be  under  the  control 
of  the  family  or  individual  student,  not  of 
the  school,  lo  buy  any  learning-related 
product  or  service.  Purchasing  instruction 
by  microvoucher  would  be  similar  to  using 
a  credit  card  lo  buy  tickets  lo  a  rock  con- 
cert, to  place  a  long-distance  phone  call,  or 
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lo  sfc  a  paypcr-view  cable  TV  program 
Microvouchcrs  would  create  a  irue.  wide- 
open,  liKaiJon-free.  compeliiivc  markel  for 
learning  thai  has  Ihc  claslicily  lo  malch 
supply  and  demand  cfricienlly  and  quickly 

•  Cognitive  "food  courts."  Ownership  of 
particular  products  or  services  is  indepen- 
dent of  the  ownership  of  the  structure 
within  which  Ihey  are  delivered  lo  the  con- 
sumer, just  as  the  restaurants  or  stores  in  a 
shopping  mall  are  owned  by  companies 
independent  of  the  mall  owners. 

•  Attendance-free  accounting.  The  value  of 
any  learning  expenence  is  determined  by 
outcomes  achieved,  not  by  lime  or  place  of 
ailendanca. 

•  Cognitive  "food  stamp"  funding.  Public 
funds  lo  support  learning  are  provided  via 
means-tested  microvouchcrs.  and  consumer 
choices  are  limited,  as  in  the  case  of  food 
sumps,  only  by  the  broad  purposes  of 
funding  and  not  to  particular  vendors. 

•  Markel-bas«d  regulation.  No  uniquely 
educational  regulation  is  needed,  but  only 
normal  consumer  protective  health  and 
safely,  anlifraud.  and  antitrust  regulations 
applicable  to  any  commercial  industry. 

In  addition,  goverriinent  should  encourage 
the  development  of  the  information  networks 
and  electronic  media  thai  can  empower  learn- 
ers 10  bypass  the  classroom,  and  that  also  will 
enable  commercial  technology  vendors  lo 
bypass  the  academic  bureaucracy  lo  sell  their 
wares  directly  lo  end  users.  Govemmeni  can 
speed  and  smooth  the  replacement  of  educa- 
tion with  a  vigorous  hyperleaming  technology 
industry  by  reallocating  education  funds  to 
support  the  research  and  development  of  new 
technology  and  to  provide  the  capital  invest- 
ments needed  to  build  the  necessary 
infrastructure  and  to  retrain  the  displaced 
academic  work  force. 
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A  National  Institute  of  learning  could  be 
established  by  matching  stale  funds  set  aside 
for  research  and  development.  Stales  should 
set  aside  ai  least  two  percent  of  their  total  cur- 
rent state  (and  local)  education  and  training 
expenditures  for  learning  technology  research 
and  development.  The  funds  should  t>c 
administered  by  slate  learning  inslilules. 

EdiKorioii  is  the  last  i-rcal 
hastion  of  sociulisi  ecoiKunlcs 
on  earth. 

In  addition,  states  should  set  aside  at  least 
another  three  percent  of  their  total  current  state 
(and  local) education  and  training  program  ex- 
penditures lo  fund  Learning  Redevelopinenl 
Banks.  These  grants  would  help  finance  the 
replacement  of  obsolete  technology  and  the  re- 
training of  educational  managers  and  workers 
with  little  experience  or  underslandirig  of 
market  operations. 

.A  riNAL  Word  on  the  New  Order 

The  fabric  of  whole  societies  is  being  rewoven 
around  the  globe.  Every  major  social  structure 
now  is  subject  to  reappraisal,  redesign,  and 
replacement.  Inevitably,  the  challenges  of  the 
dawning  knowledge  age  will  demand  that  the 
most  conservative  social  glue,  education,  be 
reinvented  as  well.  The  same  technology  that 
is  driving  the  overthrow  of  arthritic  bureauc- 
racies holds  the  key  to  achieving  this  social 
reformation  swiftly  and  productively.  Ameri- 
can global  leadership  can  be  established  in  Ihe 
most  profound  technological  and  economic 
reconstruction  since  the  industrial  revolution. 
But  radical  action  is  needed —  now.  -4 
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Senator  DODD.  I  will  turn  to  my  colleague  from  Vermont  very 
quickly.  For  purposes  of  the  record,  high  school  dropouts  generally 
have  the  highest  unemployment  rates.  Those  with  just  a  high 
school  diploma  are  next,  and  the  lowest  level  of  unemployed  are 
people  of  all  races  and  ethnicity  who  have  college  degrees. 

I  think  it  is  important  to  point  out  that  there  is  a  strong  correla- 
tion between  educational  levels  and  employment  opportunities. 

But  let  me  turn  to  my  colleague  from  Vermont,  because  I  know 
he  wants  to  respond  very  strongly  to  some  of  your  points. 

Senator  Jeffords.  Thank  you. 

Dr.  Feistritzer,  you  have  read  Richard  Rothstein's  The  American 
Prospect,  I  presume? 

Ms.  Feistritzer.  No. 

Senator  Jeffords.  You  pointed  out  there  had  been  new  resources 
made  available,  but  he  points  out  that  30  percent  of  that  went  to 
special  ed,  which  I  referred  to  earlier,  10  percent  went  to  expand- 
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ing  school  breakfast  and  school  lunch  programs,  5  percent  went  to 
increased  transportation  costs,  and  the  balance  went  to  teachers' 
salaries,  8  percent  and  34  percent  decreased  the  ratio. 

So  I  think  when  you  put  that  in  perspective,  it  really  has  not 
been  that  much,  except  for  the  student-teacher  ratio,  which  I  guess 
most  would  say  with  salary  increase  perhaps  would  help  some. 
Most  of  it  is  not  really  aimed  at  improving  much  in  the  educational 
area.  I  just  wanted  to  bring  that  out. 

It  also  points  out  that,  contrary  to  most  myths,  only  about  5  per- 
cent of  the  money  that  is  spent  in  schools  goes  for  administrative 
expenses.  I  just  wanted  to  point  that  out,  £uid  if  you  have  any 
comments 

Senator  Dodd.  Let  me  add  to  that,  if  I  can,  just  to  give  you  a 
classic  example  of  this:  Last  year,  the  New  Haven  public  schools 
spent  somewhere  between  $700,000  and  $1  million  on  metal  detec- 
tors and  cops.  I  promise  you,  in  1972  they  were  not  spending  a 
nickel  on  that  stuff.  I  do  not  know  what  that  percentage  is  of  their 
overall  public  education  budget,  but 

Senator  JEFFORDS.  Nationally,  it  was  11  percent. 

Senator  DODD.  11  percent.  In  the  kindergarten  in  Bridgeport, 
near  Fr,  Panek  Village,  they  have  bullet-proof  glass.  At  the  Manos 
Marine  School,  about  15  blocks  away  from  there,  they  bus  children 
to  school  who  Uve  within  any  more  than  2  blocks  of  the  school,  be- 
cause it  is  virtually  a  war  zone.  You  did  not  bus  kids  to  elementary 
school  20  years  ago.  So  those  kinds  of  things  have  happened  so- 
cially in  our  system  and,  it  seems  to  me,  have  added  just  tremen- 
dous burdens. 

I  did  not  mean  to  interrupt. 

Ms.  Feistritzer.  I  do  not  think  there  is  any  question  about  that. 
I  do  not  think  anybody  would  argue  that  the  demands  on  schools 
are  greater  than  they  were  when  we  were  all  in  the  3rd  grade. 
However,  I  think  that  the  Congress  needs  to  consider  whether 
quadrupling  education  spending  per  student  every  20  years  is  nec- 
essary, is  it  a  good  thing  that  30  percent  of  that  money  is  going 
for  special  ed  kids,  when  we  know  that  a  lot  of  those  special  ed  kids 
research  shows  would  be  better  off  in  mainstream  classrooms,  so 
the  teacher  salary  issue,  is  it  a  good  thing  to  keep  increasing  teach- 
er salaries,  when  you  have  a  lot  of  data  that  supports  that  one  of 
the  reasons  that  we  do  not  have  higher  academic  performance  is 
because  we  have  a  lot  of  teachers  who  are  not  teaching  well. 

So  those  I  think  are  the  issues.  It  is  not  whether  or  not  you 
quadruple  education  spending  per  student  every  20  years  or  wheth- 
er the  Federal  Government  spends  10  percent  of  all  money  it 
spends  on  education.  It  is  that  the  best  place  for  the  money  overall 
to  be  going,  and  is  the  money  that  is  already  going  to  education 
spent  in  the  best  possible  way  to  get  the  kinds  of  outcomes  that  we 
want  from  our  students.  I  think  there  is  overwhelming  evidence 
that  the  answer  to  those  questions  is  no. 

So  you  really  do,  as  you  look  at  your  table  up  here,  when  you 
say  we  are  not  fully  funding  Head  Start  and  we  are  not  fiilly  fund- 
ing I  think  you  said  special  ed  and  you  want  to  add  these  other 
things,  the  question  is  where  is  the  money  going. 

You  know,  you  can  have  a  thousand  hearings  in  the  course  of  the 
next  10  years,  and  I  defy  you  to  come  up  with  any  person  who  can 
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come  and  tell  you  how  the  money  is  spent  on  education  in  this 
country.  It  is  very  difficult  to  break  down  by  Hne  item  where  the 
money  goes.  The  money  is  hidden,  that  30  percent  for  special  ed. 
I  would  want  to  really  take  a  very  hard  look  district-by-district, 
State-by-State,  at  the  level  of  the  Federal  Government,  what  in 
fact  that  30  percent,  if  it  in  fact  is  a  correct  number,  where  it  is 
actually  going  in  that  overall  expenditure  per  student,  and  what 
kind  of  outcome  you  get  from  it. 

That  is  the  problem  with  education  finance,  is  not  knowing 
where  the  money  is  being  spent.  You  can  come  up  with  global  fig- 
ures, but  you  cannot  come  up  with  specific  figures,  and  it  is  a  very 
big  problem  in  deciding  how  much  more  to  spend. 

Senator  Jeffords.  Are  you  indicating  you  think  we  are  spending 
too  much  on  special  ed? 

Ms.  Feistritzer.  I  think  that  the  special  ed  money  should  be 
looked  at  more  carefully  in  terms  of  how  it  is  allocated,  in  hght  of 
the  research  that  we  have  since  that  special  ed  act  was  passed 
nearly  30  years  ago.  And  I  think  that,  looking  at  mainstreaming 
kids,  there  is  a  research  on  the  effects  of  that  education  for  all 
handicapped  children  act. 

So  I  would  not  sit  here  and  say  we  are  spending  too  much  on 
special  ed.  But  I  think  if  the  research  shows  that  some  of  those 
kids  who  are  really  disadvantaged,  who  do  not  learn  well,  might 
better  be  helped  by  a  better  teacher  who  believed  that  they  could 
learn,  rather  than  putting  them  off"  in  a  learning  disabled  class, 
might  save  you  a  lot  of  money  and  ensure  that  that  kid  is  a  better 
worker  for  the  future,  if  that  is  what  our  concern  is,  or  a  better  citi- 
zen for  our  society,  for  sure. 

Senator  Jeffords.  How  about  Head  Start,  do  you  think  that  is 
as  good  program,  or  should  that  be  done  away  with? 

Ms.  Feistritzer.  I  think  Head  Start  is  an  excellent  program.  I 
think  the  research  shows  that  there  are  some  real  problems  with 
Head  Start  in  terms  of  its  implementation,  and  I  would  hope  that 
as  you  proceed  with  fully  funded  Head  Start  or  whatever  you  de- 
cide to  do  with  it,  that  you  would  take  into  consideration  what  the 
research  shows  about  the  problems  with  that  program  and  reach- 
ing the  kids  that  it  is  supposed  to  be  serving. 

Senator  Jeffords.  You  would  agree  we  probably  at  least  work 
towards  fully  funding? 

Ms.  Feistritzer.  I  think  you  should  work  toward  the  education 
of  all  people  in  the  society,  and  that  includes  preschoolers  who  are 
currently  served  by  Head  Start. 

Senator  JEFFORDS.  What  about  Chapter  1? 

Ms.  Feistritzer.  I  think  the  data  on  Chapter  1  is  really  mixed. 
I  think  that  the  resesirch  on  Chapter  1  needs  to  be  taken  into  con- 
sideration. I  was  the  director  of  a  teacher  corps  project,  a  Federally 
funded  program  in  the  early  1970's  in  South  Carolina,  a  statewide 
program,  and  had  the  opportunity  to  be  in  a  lot  of  Chapter  1,  then 
Title  I  schools,  and  it  was  pretty  appalling  to  me  to  see  how  that 
money  was  being  spent.  And  to  a  large  extent,  Chapter  1  money 
has  been  used  to  staff"  schools  with  people  who  are  not  necessarily 
qualified  to  work  with  compensatory  education  students.  So  I  am 
not  in  favor  of  this  sort  of  continuing  increase  in  funding  that  does 
not  take  into  account  what  the  problems  in  those  programs  are. 
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Senator  Jeffords.  What  about  Pell  Grants? 

Ms.  Feistritzer.  I  see  what  you  are  doing,  you  are  going  to  walk 
me  through  your  whole  budget  and  then  say  you  know  this  comes 
up  to  10  percent. 

Again,  why  is  it  in  America  that  we  guarantee  an  education,  par- 
ticulariy  postsecondary  education  for  ainyone  who  wants  on,  when 
the  data  do  show  that  1  in  5  college  graduates  in  this  country 
today  is  in  a  job  that  does  not  require  a  college  degree  or  does  not 
have  one  at  all,  according  to  the  Bureau  of  Labor  Statistics. 

So  I  think  while  it  is  laudable  to  provide  funding  for  postsecond- 
ary education  for  anybody  who  wants  one,  as  long  as  they  want  it, 
that  is  certainly  an  area  that  we  might  go  back  and  say  is  this  nec- 
essary. 

Senator  Jeffords.  Mr.  Perelman,  I  would  think,  would  indicate 
that  you  think  we  ought  to  put  more  resources  in  modem  tech- 
nology in  education.  The  bill  that  has  been  passed  out  of  the  Edu- 
cation Committee  indicates  that  it  would  take  $15  billion  to  provide 
the  initial  capital  for  the  equipment  for  that  and  an  additional  $6 
or  $7  bilUon  a  year  to  upgrade  and  to  provide  instruction  to  assist 
it.  Do  you  agree  that  that  would  be  a  good  expenditure  or  not? 

Ms.  Feistritzer.  I  think  technology  with  the  proper  training  of 
teachers  and  personnel  who  are  going  to  use  it  is  a  very  good  idea. 
I  think  that  public  education  is  way  behind  the  8-ball  on  the  use 
of  technology  for  instruction.  You  could  probably  save  more  than 
$15  billion,  if  you  used  technology  weU  and  used  fewer  personnel 
in  schools  who  would  possibly  not  be  needed.  Al  Shanker,  I  am  sure 
you  have  heard  him  talk  on  this  topic. 

That  again  is  an  area  where  you  would  not  have  to  come  up  with 
$15  billion  additional,  if  you  targeted  the  resources  that  are  al- 
ready available  and  better  utilized  them  to  get  a  better  outcome  in 
terms  of  student  performance,  and  technology  would  do  that,  if 
used  properly.  So  I  would  be  in  favor  of  that. 

Senator  Jeffords.  I  would  like  to  point  out  that  the  figure  you 
use  for  the  Federal  Grovemment,  that  a  very  strong  proportion  of 
why  these  figures  do  not  match — we  are  talking  about  primary, 
secondary  and  postsecondary  education,  our  percentages  come 
from,  and  yours  come  from  the  total  Federal  Government,  which  in- 
cludes the  Department  of  Defense  schools,  et  cetera. 

But  a  great  portion  of  that  is  remedial  education,  which  is  done 
to  attempt  to  take  care  of  the  problems  that  were  created  by  our 
basic  educational  programs,  the  Job  Training  Partnerships  Act  and 
all  of  these  things,  the  Job  Corps.  All  of  these  are  very,  very  expen- 
sive programs,  and  I  think  the  amount  of  money  far  exceeds  the 
remedial  side  than  certainly  into  the  basic  side.  And  whether  that 
is  true  nationwide,  but  certainly  is  on  the  Federal  side.  So  I  want 
to  make  sure  that  we  understand  the  figures  that  you  were  putting 
forward  are  more  apples  and  oranges  and  bananas  and  peanuts 
than  they  are  a  direct  relationship  to  the  basic  educational  skills. 

Ms.  Feistritzer.  Senator  Jeffords,  in  all  due  respect,  one  of  the 
hats  I  wear  is  to  publish  a  newsletter  called  Department  of  Edu- 
cation Reports,  which  I  have  been  doing  since  the  department  was 
signed  into  law  on  October  17,  1979,  suid  we  follow  the  Department 
of  Education's  budget  through  all  of  its  iterations  year  after  year. 
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And  the  real  increases  in  that  budget,  which  is  more  than  double 
what  it  was  when  the  department  went  from  an  Office  of  Education 
to  a  Department  of  Education,  is  really  in  Chapter  1  and  student 
financial  aid.  The  big  increases  are  in  student  loans,  student  grants 
and  other  sources  of  aid  and  in  the  Elementary  and  Secondary 
Education  Act  provisions. 

Senator  Jeffords.  I  am  not  going  to  battle  with  you  on  statis- 
tics. We  will  do  that  via  the  letter  or  paper  route. 

Mr.  Perelman,  I  am  not  going  to  disagree  with  you  too  much.  I 
think  you  have  brought  out  many  important  points.  I  certainly  do 
not  think  any  of  us  would  disagree  with  the  statement  that  we  can 
improve  the  utilization  of  the  present  resources  and  get  much  high- 
er productivity  than  we  have.  But  that  is  not  all  going  to  be  with- 
out necessary  funds,  either  to  better  your  system  with  respect  to 
teachers  and  that  sort  of  thing. 

But  one  area  that  is  of  concern  to  me,  and  I  would  take  it  that 
you  would  agree  that  it  would  be  well  spent  money  to  provide  by 
somebody  the  computer  technology  and  the  information  age  tech- 
nology necessary  for  the  young  people  of  this  country? 

Mr,  !^RELMAN.  Yes;  let  me  go  back  also  to  the  last  question  that 
you  asked  Emily  here.  There  are  some  important  issues  to  clarify 
here.  First  of  all,  the  whole  argument  is  that  learning  is  not  school- 
ing. Schooling  is  not  learning.  The  21st  Century  economy  is  an 
economy  of  learning.  Two-thirds  to  three-quarters  of  America's 
workers  today  are  learning  for  a  Uving.  That  is  what  knowledge 
workers  do,  at  work.  They  learn  stuff,  they  help  other  people  to 
learn  things.  That  is  the  work  of  virtually  every  person  in  the  21st 
Century  economy. 

That  is  not  education.  You  talk  to  leading  edge  corporations,  as 
I  have  for  the  last  year,  and  they  realize  that  now.  They  are  getting 
rid  of  education  and  training.  They  are  getting  rid  of  it.  Let  me 
give  you  a  specific  exeimple.  I  have  been  doing  a  series  of  articles 
on  this  for  the  last  year  for  Forbes  ASAP,  which  is  Forbes'  tech- 
nology magazine.  This  is  from  a  new  article  that  has  not  even  ap- 
peared yet. 

At  Hewlett  Packard,  a  couple  of  years  ago  their  sales  manage- 
ment noticed  that  they  were  spending  an  awfiil  lot  of  time  and 
money  on  providing  training  courses  for  their  sales  people,  for  their 
sales  reps.  And  in  a  highly,  highly  competitive,  probably  the  most 
competitive  industry  in  the  world  today,  they  are  looking  for  every 
way  they  can  to  get  rid  of  costs  and  improve  their  effectiveness. 
Their  manager  asked  the  staff,  what  is  this  costing  us  to  provide 
training  to  our  sales  people? 

For  instance,  every  time  they  would  have  a  new  product  intro- 
duction, they  would  bring  all  thousand  or  so  of  their  sales  rep- 
resentatives into  a  big  conference  center  that  looks  Hke  a  college 
and  give  them  a  day  or  two  of  courses  and  seminars  and  talking 
head  training.  They  found  out  that  every  time  they  did  that  it  cost 
them  $5  milhon.  They  also  found  out  that  their  sales  representa- 
tives were  spending  12  to  15  days  each  a  year  in  classrooms,  not 
out  selling.  They  cannot  afford  to  do  that. 

They  transformed  that  whole  process  in  the  last  couple  of  years. 
They  have  replaced  90  percent  of  that  classroom  training  with  a 
global   interactive   video   network   which   delivers   the   necessary 
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knowledge  and  skills  and  information  directly  to  the  workplaces 
where  these  people  go  to  work.  The  result  of  that  transformation 
is  now  every  time  they  introduce  a  new  product,  instead  of  costing 
$5  million  to  upgrade  the  knowledge  of  their  sales  representatives, 
it  costs  them  $80,000. 

Senator  Dodd.  Mr.  Perelman,  your  point  here  is  a  good  point, 
but  it  does  not  jibe  with  what  you  said  at  the  outset.  You  are  abso- 
lutely correct.  Obviously,  bringing  everybody  to  wherever,  putting 
them  up  in  hotels  and  feeding  them  for  2  days  is  a  tremendous 
waste,  if  in  fact  you  can  achieve  the  same  results  through  an 
internet,  interactive  video  and  so  on,  and  they  can  stay  in  their 
own  office  in  Hartford  and  get  that  program  in  an  hour  or  two  or 
three  or  half  a  day  or  whatever  it  takes.  But  they  need  the  edu- 
cation. I  mean  they  are  not  arguing  about  whether  or  not  they  need 
the  education. 

Mr.  Perelman.  They  need  the  knowledge.  They  do  not  need  edu- 
cation. They  do  not  want  to  educate  their  employees.  I  am  quoting 
this  from  the  people  that  I  have  been  interviewing. 

Senator  DODD.  I  understand  your  point,  but  they  still  want  to 
educate  that  sales  force. 

Mr.  Perelman.  No,  they  want  the  sales  force  to  know  what  they 
need  to  know  to  do  their  jobs.  It  is  a  totsdly  different  paradigm.  It 
is  a  difference  between  doing  something  to  somebody  and  empower- 
ing them  to  do  something  for  themselves.  That  is  what  this  tech- 
nology enables  people  to  do. 

Let  me  give  you  one  more  example,  because.  Senator  Simon  and 
I  think  you  also  mentioned  earlier,  understandably,  the  outrage 
that  you  feel  when  you  find  a  2nd  grader  or  a  12th  grade  bunch 
of  students  who  cannot  even  read  English,  after  all  this  money  that 
we  are  spending,  not  to  mention  how  many  millions  of  American 
adults. 

A  company  called  Periscope  Software,  in  Berkeley,  California, 
has  developed  over  the  last  couple  of  years  a  completely  automated 
computer-based  English  reading  teaching  program,  which  has  been 
pilot  tested  in  the  Kensington  School,  an  elementary  school  in 
Richmond,  California,  for  2  years,  with  elementary  students.  This 
program  is  designed  to  be  teacher  free.  No  teacher  does  any  work. 
It  is  totally  under  the  control  of  the  learner. 

The  average  cost — and  this  is  a  prototype  before  commercializa- 
tion— is  $40  per  student.  The  average  gains  in  reading  ability  they 
have  found  is  1-full  year  of  reading  skill  for  every  8  weeks  of  using 
this  tool. 

Senator  DoDD.  Terrific. 

Mr.  Perelman.  They  also  targeted,  because  of  limited  resources, 
they  targeted  the  demonstration,  as  Jackie  mentioned  earlier,  on 
the  most  disadvantaged,  the  most  troubled,  the  really  at-risk  kids 
in  this  school.  As  the  principal  said  to  me,  the  kids  they  could  not 
even  get  to  come  to  school. 

Senator  Dodd.  What  is  your  point? 

Mr.  Perelman.  The  point  is  that  these  kids  were  lining  up  at 
8:30  in  the  morning  pounding  on  the  door  to  get  their  hands  on 
these  tools. 

Senator  Dodd.  That  is  something  which  we  should  be  shocked  to 
hear? 
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Mr.  Perelman.  No,  the  point  is  that  this  was  not  funded  by  the 
pubHc  education  system.  They  did  not  allocate  any  of  their  own  re- 
sources to  support  this  effort.  A  couple  of  years  ago — you  may  know 
this — Betty  Caster,  when  she  was  Education  Commissioner  of  Flor- 
ida, made  what  was  considered  to  be  a  very  far-sighted  proposal  to 
have  every  public  school  in  Florida  have  one  interactive  video 
diskplayer,  which  is  actually  obsolete  technology  already,  in  each 
school,  just  one. 

The  same  proposal  was  made  in  the  City  of  New  York.  The  cheui- 
cellor  said  that  will  cost  us  $76,000,  we  do  not  have  it  in  the  budg- 
et. The  budget  of  that  system  was  $7  billion  a  year,  and  70  percent 
of  that  money  never  gets  to  a  classroom.  Half  of  it  never  gets  out 
of  the  board  of  education  headquarters  building.  And  for  these  peo- 
ple to  say,  when  over  90  percent  of  the  money  is  going  to  bureau- 
crats' salaries,  that  they  do  not  have  the  money  to  provide  tools  for 
learning,  to  learners  in  this  country  is  outrageous.  It's  wrong. 

Senator  Dodd.  You  are  not  going  to  have  any  debate  here  on 
that.  I  mean  that  is — I  am  sorry,  Jim,  I  was 

Senator  JEFFORDS.  That  is  all  right.  I  appreciate  your  questions. 

I  would  just  point  out  that,  in  the  Hewlett  Packard  situation,  I 
think  you  were  talking  about  college  graduates.  Let  us  go  to  the 
Motorola  circimistance,  where  they  were  talking  about  high  school 
graduates  who  they  were  trjdng  to  get  to  be  able  to  do  a  relatively 
simple  math  problem,  and  they  realized  that  the  young  people 
couM  not  understand  the  written  problem,  to  say  nothing  of  to  use 
the  math. 

So  there  are  a  lot  of  problems  with  our  school  systems  and  I  do 
not  think  you  are  going  to  disagree  with  what  the  problem  is.  The 
question  that  you  were  saying  is  there  are  better  ways  to  get  there. 

Senator  DODD.  On  that  we  agree,  I  think. 

Mr.  Perelman.  If  I  may  note  something  in  passing — and  I  cite 
this  in  my  book — there  is  a  body  of  cognitive  science  research 
which  shows  that  many  of  these  so-called  findings  about  illiteracy 
and  incompetency  are  simply  wrong.  They  are  based  on  paper  and 
pencil  classroom  tests. 

We  have  a  lot  of  science  which  shows  that  people's  performance 
in  the  real  world,  in  the  real  work  setting  is  often  much  higher  in 
doing  real  things  in  the  workplace  than  it  is  when  you  put  them 
in  a  classroom,  and  the  difference  can  be  70  or  80  percent  in  their 
actual  performance.  People  who  score  30  percent  on  a  paper  and 
pencil  test  may  be  98  percent  proficient,  when  you  put  them  in  the 
real  workplace  and  ask  them  to  do  the  job.  So  a  lot  of  these  so- 
called  findings  really  need  to  be  questioned  and  reexamined. 

Senator  Jeffords.  Whether  it  is  75  million  functioning  illiterate 
in  this  country  or  35  million,  it  is  still  a  pretty  bad  problem,  is  it 
not?  And  if  it  is,  should  we  ignore  it — that  is  one  of  the  Goals  2000 
goals — or  should  we  try  to  fmd  some  resources  to  reduce  the  num- 
ber of  illiterates,  so  that  we  can  get  them  employed  satisfactorily 
and  making  enough  money  to  assist  them  and  to  assist  us  to  get 
rid  of 

Mr.  Perelman.  I  absolutely  agree  with  that,  and  the  point  of  my 
proposals — which  we  have  not  had  anywhere  near  enough  time  to 
get  into  in  detail — as  I  said  to  you  is  a  really  fundamental  redesign 
of  our  entire  public  policy.  We  have  no  learning  policy  in  the  Con- 
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gress  of  the  United  States,  at  the  Federal  level,  at  the  State  level, 
at  the  local  level.  We  have  a  hodgepodge  of  education  policies,  of 
training  policies,  of  health  care  policies.  We  do  not  have  one  single 
learning  policy. 

To  follow  up  on  your  question,  I  did  a  case  study  a  few  years  ago 
for  the  Western  Governors  Association.  I  did  a  case  study  of  the 
State  of  Colorado.  I  had  been  proposing  this  for  several  years  and 
I  finally  found  somebody  who  was  willing  to  do  it.  They  paid  me 
to  walk  through  the  entire  State  budget,  every  agency,  and  find 
where  was  money  being  spent  on  learning.  As  I  said  to  you  earlier, 
it  is  important  to  discriminate  between  investments  in  learning 
and  expenditures  on  so-called  education. 

Now,  in  terms  of  budget  priorities  and  the  kinds  of  things  you 
are  talking  about — and  that  study  is  a  few  years  old  now,  but  it 
is  probably  very  typical  of  many  States  in  the  county.  The  State  of 
Colorado  at  the  time  had  roughly  530,000  children  in  public  schools 
presumably  in  need  of  basic  education.  At  the  same  time,  40  per- 
cent of  their  adult  workforce,  700,000  human  beings  beyond  so- 
called  school  age,  from  the  available  data,  lacked  the  basic  skills 
we  expect  of  a  high  school  graduate  in  terms  of  literacy,  numeracy, 
the  sorts  of  things  you  referred  to  earlier.  Seven  hundred  thousand 
adults  versus  530,000  children. 

What  were  the  public  portfolio  investment  strategies  to  meet 
those  needs?  Roughly  $2  billion  of  public  tax  money  a  year  was 
being  spent  on  the  basic  education  of  the  children,  the  500,000  or 
so  children,  and  less  than  $2  million  on  the  basic  education  of  those 
adults  who  never  got  it,  a  1,000-to-l  difference  in  budget  priorities. 
That  is  not  even  in  the  ball  park.  And  I  have  shown  that  chart  at 
legislative  hearings  in  Colorado,  to  the  Governor's  cabinet,  and  in 
other  speeches  and  lectures  I  have  given,  including  on  Capitol  Hill, 
and  I  have  never  had  anybody  say  that  was  anything  less  than 
crazy.  These  are  crazy  priorities. 

You  mentioned  Head  Start.  If  you  look  at  the  other  end  of  the 
age  spectrum,  you  find  the  same  kind  of  irrational  priorities,  as 
noted  by  many  witnesses  here  and  others.  We  do  know  that,  in 
fact,  investments  in  learning  resources  in  the  early  years  of  life  are 
much  more  important  than  things  that  come  later  in  life.  And  those 
that  are  deprived  in  their  youth  are  definitely  handicapped,  we 
know  that.  I  agree.  Head  Start  is  merely  a  symbol  of  that. 

The  point  is  again  you  see  these  disparities  in  budget  priorities. 
For  every  dollar  we  spend  within  the  context  of  public  schools  for 
a  child  who  is  5  years  old  or  older,  we  spend  less  than  a  penny  on 
a  human  being  who  is  4  years  or  younger.  These  priorities  do  not 
make  sense.  It  is  the  allocation  of  our  resources  which  are  irra- 
tional, not  the  total  size. 

Senator  Dodd.  I  have  a  tendency  to  agree  with  you  on  that. 

Senator  JEFFORDS.  I  agree,  also,  but  let  me  just  pursue  along 
that  line.  If  that  is  true  and  you  have  illiterate  parents  with  young 
children  preschool,  then  you  have  to  have  something  like  Head 
Start  or  something  that  can  have  the  resources  which  you  discuss 
available  to  assist  those  young  people  in  learning. 

Mr.  Perelman.  I  agree. 

Senator  Jeffords.  OK. 
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Mr.  Perelman.  So  let  me  take  a  couple  of  minutes  to  explain  in 
a  little  bit  more  detail.  I  referred  to  my  microvoucher  idea.  In 
somewhat  further  detail  in  the  article  I  include  it  and,  obviously, 
I  am  available  and  I  will  provide  as  much  input  that  you 

Senator  DODD.  We  are  getting  near  2  o'clock.  I  have  kept  every- 
one here  4  hours  and 

Mr.  Perelman.  The  essential  idea  I  propose  as  a  solution  to 
these  issues  is  privatize,  commercialize  and  decentralize  our  entire 
education  economy.  In  practice,  what  that  comes  down  is  most  of 
the  $500  billion  a  year  that  we  are  now  spending  on  education  in 
this  country,  80  percent  of  that,  is  public  tax  money.  The  great  ma- 
jority of  that  goes  from  some  treasury  to  an  institution  to  be  spent 
on  behalf  of  some  learner  of  some  age. 

My  argument  is  take  that  money  or  some  share  of  that  money 
and  put  it  back  in  the  hands  of  that  consumer,  as  we  do  with  some- 
thing like  the  Food  Stamp  Program.  We  do  not  have  separate  pub- 
lic-owned farms  and  public-owned  food  stores  for  the  poor.  We  give 
them  cash  money,  it  is  a  means  tested  program,  so  that  the  more 
disadvantaged  or  poor  you  are,  the  more  public  support  you  get. 
And  we  let  them  go  shopping  in  the  same  marketplace  as  the  well- 
off  to  purchase  the  nutritional  products  and  services  that  they 
need. 

Do  the  same  thing  with  feeding  the  mind.  Take  these  public 
funds,  have  a  means  tested  progremi,  let  families — when  I  talk 
about  a  microvoucher,  as  I  am  sure  you  know,  in  the  agricultural 
system  now,  in  the  Food  Stamp  Program,  it  is  not  a  piece  of  paper 
any  more.  It  is  an  electronic  card  like  a  bank  card.  You  have  an 
account,  you  put  the  money  there,  let  the  family  go  shopping,  not 
merely  to  pay  tuition  to  an  institution,  but  to  purchase  any  of  the 
kinds  of  products  or  services  or  tools  or  technologies  of  the  sorts 
that  we  referred  to  here. 

Not  only  would  that  create  huge  efficiencies  in  how  we  learn  in 
this  country  and  elsewhere,  it  would  create  a  gigantic  market  for 
the  new  technologies,  the  new  industries  that  Vice  President  Gore 
and  the  President  have  expressed  their  enthusiasm  for  very  appro- 
priately as  the  core  of  our  new  economy.  It  would  create  a  market 
for  the  information  super  highways  and  for  the  computer  industry. 

For  instance,  the  total  world  telephone  industry  today  is  $400 
billion  a  year  for  the  whole  world.  We  are  spending  more  than  that 
in  tax  money  for  education  just  in  the  United  States.  If  we  put  that 
money  in  the  hands  of  consumers,  can  you  imagine  the  kind  of 
market  pull  it  would  have  on  new  industries  and  new  jobs  and  new 
careers?  That  is  the  gist  of  my  argument. 

Senator  JEFFORDS.  I  understand  it.  Unfortunately,  we  have  to  go. 
I  would  say  you  have  made  an  excellent  contribution  to  the  discus- 
sion here  and  outlined  some  options.  I  thank  you  both  for  your  tes- 
timony. 

Senator  DoDD.  I  thank  you,  as  well.  I  fundamentally  disagree 
with  your  last  point.  But  on  the  other  points  of  allocation  of  re- 
sources, I  place  some  emphasis  on  trying  to  manage  the  total  re- 
source pie  a  bit  differently. 

You  know,  you  have  two  pockets  in  your  pants  and  out  of  one  you 
pay  your  property  tax  and  the  other  you  pay  your  Federal  taxes. 
It  is  intriguing  to  me  that  the  same  tEixpayer  is  less  reluctant  to 
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have  their  Federal  tax  doUar  go  for  things  beyond  the  parameters 
of  their  community,  whereas,  their  property  t£ix  dollar  they  are 
very  jealous  of  in  terms  of  where  it  gets  spent. 

I  think  you  can  allocate  those  same  resources  in  a  better  way. 
I  do  not  know  how  you  get  to  that  point,  unless  you  start  to  break 
down  some  of  these  very  strict  barriers  that  exist  around  signifi- 
cant pools  of  these  dollars.  It  is  very  difficult  to  spend  a  dollar  of 
that  $79  billion  property  t£ix  pool  outside  of  that  school  district  or 
that  taxing  entity. 

So  I  am  looking  at  ways  in  which  you  can  break  down  some  of 
those  barriers,  to  get  to  the  earlier  point  you  made,  Mr.  Perelman, 
to  make  each  dollar  work  better  and  more  productively. 

I  just  participated  in  an  all-evening  forum  with  Al  Shanker  and 
a  few  others.  It  would  surprise  many  people  that  Al  firmly  agrees 
that  we  must  make  our  dollars  more  productive  and  our  children 
more  responsible  for  their  own  education. 

It  is  really  important  to  be  able  to  get  these  ideas  out  on  the 
table  an  start  kicking  them  around.  We  are  far  from  over  in  this 
journey,  but  is  very  helpful  to  have  your  input  and  participation 
and  I  thank  you. 

Mr.  Perelman,  Thank  you  very  much. 

Senator  DODD.  The  committee  will  stand  adjourned. 

[Whereupon,  at  1:42  p.m.,  the  committee  was  adjourned.] 
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